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PROTECTION OF SHAREHOLDERS' RIGHTS ACT 

OF 1980 



WEDNESDAY, NOVEMBER 19, 1980 

U«S. Senate, 

COMBftlTTEE ON BANKING, HOUSING AND UrBAN AfFAIRS, 

SUB€X>MMITTEE ON SECURITIES, 

Washington, D.C. 

The subcommittee met at 9:15 a.m., in room 5302, Dirksen 
Senate Office Building, Senator Paul S. Sarbanes (chairman of the 
subcommittee) presiding. 

Present: Senators Sarbanes, Willicuns, and Lug€u-. 

OPENING STATEMENT OF SENATOR SARBANES 

Senator Sarbanes. The subcommittee will come to order. 

This morning we will receive testimony with respect to S. 2567, 
Protection of Shareholders' Rights Act of 1980. The subcommittee 
has invited a number of spokesmen from the Federal Government, 
the business, legal, and academic communities to discuss prospec- 
tives on the issues. We anticipate from the people who have agreed 
to be witnesses that we will have a very able discussion of this 
issue. 

S. 2567, introduced by Senator Metzenbaum, is designed to in- 
crease the accountability of corporations to their shareholders and 
to their general public. While I think it is fair to say that there is 
general agreement with a number of the objectives, or general 
principles of the bill, there is some difference of view as to how 
those principles can best be achieved. 

More specifically, at issue is the appropriate role of the Federal 
Government with respect to the interim conduct and organization 
of corporations; and this obviously is an issue with important philo- 
sophiral, economic, legal, and social implications. 

I think it is fair to say that Senator Metzenbaum has taken a 
lead in this €u-ea in addressing the question of the accountability of 
corporations and the entire issue of corporate governance, and the 
entire question of independence of directors, their accountability, 
the nature of corporate and social responsibilities. We are very 
pleased that Senator Metzenbaum is here with us this morning to 
be the leadofiT witness with respect to the subcommittee's develop- 
ment of the points of view of this important issue. 

Senator Lug€u-? 

OPENING STATEMENT OF SENATOR LUGAR 

Senator Lugar. Mr. Chairman, I join in welcoming our colleague 
Howard Metzenbaum, likewise tlie list of distinguiwed witnesses. 

(1) 
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It seems to me that there are important issues that Senator Met- 
zenbaum's bill addresses with regard to accountability and ethics. 

I would hope that he might address, and others likewise, the 
whole problem of how we define accountability for effectiveness, for 
the use of scarce capital, for the t3rpe of expansion of American 
industry that can create jobs, prosperity and hope for people. These 
€u-e elements likewise of accountability that are vitally miportant 
for an effective board of directors, and may be among our most 
important social responsibilities. I am certain that our colleague 
shares those thoughts. 

At. the outset of these hearings, I want to make my own empha- 
sis that I am looking forward to ways in which our boards of 
directors of both l€U"ge and small companies can be more effective 
in American free enterprise. 

Senator Sarbanes. I might add facetiously that this hearing was 
not called in order that I might hear the appellation ''Mr. Chair- 
man" one more time. 

STATEMENT OF HOWARD M. METZENBAUM, U.S. SENATOR 
FROM THE STATE OF OHIO 

Senator Metzenbaum. Mr. Chairman and Mr. Chairman to be, I 
very much appreciate your holding this meeting this morning. I am 
frank to say to you that I am a realist enough to know that S. 2567 
is not going to fiy through the Congress in the closing days of the 
session. Nor would it have, for that matter, had there not been any 
changes contemplated. 

But I worked long and hard on this legislation. I do so not 
because I feel that there is any kind of impropriety with respect to 
the corporate world, but because I have some very strong convic- 
tions about the free enterprise system. I believe that the free 
enterprise system is a very viable kind of system, but that there 
€u-e times when it needs some attention. 

As a matter of fact, much of what is in my bill has already been 
addressed by various groups which I will mention as my testimony 
goes forward. But the fact is that there are still problems that 
exist. 

I am not unfamiliar with these problems, having come from the 
business world myself. I was chairman of the board of a company 
listed on the New York Stock Exchange. I was chairman of the 
board of a company listed on the American Stock Exchange. I was 
chairman of the board of a company on the over-the-counter 
market. And so I don't address myself to these issues as a way of 
saying that there is something terribly wrong. 

There are some problems. As a matter of fact, addressing myself 
specifically to the comments of my good friend Senator Lugar from 
Indiana, it bothers me much that there are less people in the stock 
m€u-ket today than there were 10 years ago. There has been a 
turning away of people investing in the market. That doesn't mean 
to say that the stock isn't being bought, but it is an institutional- 
ized kind of bujdng rather than the average American. 

LOSS OF CONFIDENCE 

I think there were something like 30 million investors in the 
stock market some years ago; now there are something like 25 
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million. Why? It means that there is a loss of confidence, concern 
about what kind of rights stockholders have in their corporations. 

There is nothing in the legislation that I propose that would 
solve the problems. It would be a step forward. That doesn't mean I 
think it is a step forward of the camel getting its nose under the 
tent; that Government is really going to move in on the corpora- 
tions. That isn't the approach that I make. 

All my bill does is to establish Federal minimum standards for 
the composition of corporate boards, duties, directors and share- 
holders' rights. I recently spoke at a meeting on corporate gover- 
nance held down at the Hilton, and I was shocked to learn that the 
SEC had proposed a specific list of members for boards of directors. 
I was aghast at that. I think that would be a travesty for any 
government, governmental agency to be saying who should or 
shouldn't be on the bo€u-ds. 

That doesn't mean there couldn't be minimum standards for the 
composition of boards of directors, such as a majority being noncor- 
porate personnel themselves. Really, my legislation is designed to 
make corporations more accountable to their shcu-eholders and to 
the public. But there is nothing in this bill that would, in making 
it accountable to the public, provide anything such as a consumer 
or environmental or women's representiettive, or black representa- 
tive or a pink representative. 

Now, I have prepared in detail a statement setting out the justifi- 
cation for this bill, but I don't want to take too much of the 
committee's time, so I will ask that it be submitted for the record 
and that it be included in the record, the entire statement. I will 
briefly summarize the main points of it in my oral comments. 

Senator Sarbanes. Without objection, so ordered. 

[The complete statement of Senator Metzenbaum and a copy of 
S. 2567 follow:] 
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U. S. Senator Howard M. 

METZENBAUM 

of Ohio 



contact: Roy Heyers 

Jerry Honlgberg 



STATEMEirr BY SENATOR HOUARD M. MBTZEMBAUN (D-OHIO) , BEFORE THE SENATE 
BANKING. HOUSING AND URBAN AFFAIRS SUBCOMMITTEE ON SECURITIES, NOVEMBER 
19. 1980 



Mr. Chairman. I deeply appreciate your courtesy tn B<^h«4ulit]g 
hedTlngB on S. 2567, the Protection of Shareholders^ ftlghti Act of 
1980, Thia bill, vhich I introduced thla spring. CBtablishes Federal 
minimum Btandarda for the compofl i t ion of corporate bo«rd», duties of 
directors and certain ahareholder rights . It Is designed to make corpora- 
tions more accountable to their shareholders and to the public. 

There Is widespread agreenient in the bualnesa and vlder coammlty 
that reforms sre necessary In the govemance of the Nation's major 
corporations. There ia not agreement, however, on the need for Federal 
legislation to bring about those essential refonss. 

In considering this question, we must answer two basic questions. 

First, do major and pressing problems exist? 

Second, Is action In the form of legislation necessary to solve those 
problems In a timely manner? 

The answer to both those questions Is yes. 

There Is no doubt that we face major problems In the governance of our 
major corporations 

In recent years, a corporate management style has appeared that Is 
unresponsive to both shareholders and to the public Interest. In a recent 
iaaue of Chief Eitecutive , a magazine tfrltteci by and for top corporate execu- 
tives J Arnold Bemhard, research chairman of the Value Line Investment 
Survey, had this to say about today s corporations 

"Management's self-interest now propela them to give first 
consideration to Independent survival of the corporation 
itself, to their own salaries and bonuses, and to their standing 
In the codanuntties where they live* The Individual Investor who 
put up the capital and took the riak to start the business Is 
now being relegated to second class." 

Mr. Bernhardt B observation ia borne out by a recent episode Involving 
DiBvld Norr a respected ol analyst vlth Lleber and Company. 

Mr Norr has consistently criticized oil coinpany diversification Into 
noo- energy areas like department stores, newspapers, restaurants and so 
on^ He hsa argued that oil company stockholders would do far better If 
excess cash went Into bixylng up tbe company's own stock - 

Mr. Norr sells his good advice to his clients. But when Mr. Norr 
had the termlty at a security analysts meeting lost year to ask an ARCO 
executive to justify the company's purchase of Anaconda Copper, he got a 
response that has become far too typical. 

If ARCO's shareholders don't like management policy, the executive 
replied, "they can always sell their shares and Invest elsewhere." 
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"Sttxdents of the evolution of the modem corporation will note," 
Mr. Norr subsequently stated, "that shareholders once had the right to 
remove directors at will. Today, management tells the owners to remove 
themselves from the corporation." 

Mr. Bernhard's point is underscored even more by the undisputed fact 
that for yeara, leading compflniea have engaged routinely In questionable 
and even Illegal activities. 

Important corporations have made Illegal political contributions 
here at home. 

Important corporations have made a practice of paying bribes to 
officials of foreign govemiDenca . 

And with the full knowledge and consent of management, important 
companies have falsified theix books Co cover up such paj^entis 

In a major 1976 report, the Securities and Exchange ComnlsBlon 
declared that it waa "unable to conclude that instances of Illegal 
payments are either isolated or aberrations limited to a few unscrupulous 
Individuals - the problem Is serious and widespread." 

Between 1960 and 1972, the Gulf Oil Corporation » to take just one 
example, concribute^d ^6.8 siilllon to domeatlf political campaigns, 
$5.4 million of which waa retuTned to the United Statca from foreign 
countries in off -book trana actions. In addition, GulfVs political 
contributions in seven foreign countries in that period came to approxi- 
mately $6.9 million. Gulf used false accounting procedures and a subsi- 
diary in the Bahamas to launder approximately ^10 oiilllon for both foreign 
and domestic use. 

From 1967 to 1972, Ashland Oil made domestic political contributions 
totaling $850,000. of which only $25,700 were legal. Those funds were 
improperly recorded in Ashland s books. 

Minnesota Mining & Manufactxjxlng misappropriated and placed in a 
secret fund the ^um of $S33 99 to be used for domestic political 
contributions. The assets of that secret fund were falsely recorded on 
the books as foreign Insurance premixon expenses and as foreign legal 
expenses . 

But, Mr. Chalnnan, the problems that exist In today's corporate 
world go far beyond the issue of illegal payments. 

In recent testimony, Prof. Marshall Clinard of the University of 
Wisconsin, who studied the number of enforcetnent actions brought fay 
25 Federal sgenciee against the 38 Z largest publicly owned companies, 
stated that fully 60 percent of these majoTS firms had a total of 1,553 
cases pending against them. A aurvey conducted fay Public Citizen of the 
coij^anies coppTlalng the husinesa roundtable found that 38 percent of 
those large firma had In the previoua five years either admitted to an 
illegal or ''questionable" payment abroad or been named fay the Justice 
DepaTtment or the Federal Trade Commiaslon in an antitrust or consumer 
action. And vhen ^ Ralph Nader group asked Fortune's top I4OOO presidents 
if they agreed with the observation that "many companies price fix," 60 
percent of the I 10 reapondents said "ye«." 

In addition to these fla§^rant illegalities, top corporate executives 
have all too often enriched themselves at the expense of the shareholders. 
For example, just a fev months ag<3 the Wall Street Journal reported 
that the Playboy Enterprises, Inc., Audit Committee haa asked Hugh 
Hefner and other top executives to repay $918,413 to the coiopany for "cer- 
tain beneflta'* that were not "properly documented or approved/* The 
SEC has doctanented scores of similar cases In which corporate executives 
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have ftbuaed their corporate positions for personal gain -- racing yachta, 
cara^ home tiflproveBjenca , et cecera, and the WashLnaton Poat raeanEly 
reported, with eictentsive doci^nentatlon^ how Hob 11 Corpfiratlon President 
William Tavoulareas put hla son in a shipping venture that benefited 
handsoioely from Its relationship vlth Hobll. That airangenwnt cate- 
pultad the 24- year-old son from a S14,000 shipping clsrk to a major 
owner of the Atlas HaritliDje Co., oomplete vith a ^olIs-IU>yce and 
luxurloua homes In London and Long Island. 

In theory t a major responsibility of a corporation's board of 
directora is to carefully monitor corporate policy in ordar to prevent 
abuses of this kind. But In fact, a very large number of corporate 
boards do not exercise meaningful oversight and control c^vex nmnaeement. 
"Directors/' complained Vllllsm 0. Douglas as early as 1933, "do not 
direct." 

In a 1975 sixrvey of 39A of the country's largest corporations, 
Kom/ Ferry Interna tlonal — a New York executive recruiting firm 
found that boards averaged only seven tseeting^ per year. In tmat 
larj^e corporations," Kom/ Ferry reported^ "the board meetings have 
withered I through neglect, into a ritualized I- to 3-hour ceremony with 
much of the tltfle being consumed by a pro forma review of operations by 
the president or vice presidents and equally routine approvals of the 
capital appropriations that nianagement vants." 

PerhApa the best 1 luatratlon of the failure of many corporate 
boards to exercise meaningful oversight and control over management is 
the Fenn Central failure At the time of the collapse in June 1970, 
Penn Central was the largest railroad in the country and the sixth 
largest industrial corporation overall Within a 2 -year period, 
ahareholders watched their share s plummet from 86-1/2 to 2- 3/ A. A 
director whc Joined Fenn Central in December 1969 gave the following, 
devastating description of board attitudes: 

"They sat up there on the I8th floor in those big 
chairs with the (brass name) plates on them and they were 
a bunch of, well, I'd better not say It. The board was 
definitely responalble for the trot^le. They took their 
feea and they didn't do anything. They didn't know the 
factual picture and they didn't try to find out." 

In testimony before the Senate Commerce Committee a few years ago, 
former SEC Chalrtnan Roderick Hills summed up the situation aa follows: 

"Too many boards are dominated by Inside directors. 
Even where there are significant numbers of outsidera on a board, 
they are all too often old friends of the chief executive 
officer who would rather resign from the board than severely cri- 
ticize or vote to oust their old friend," 

And former AT & T Chairman John D. DeButts wrote recently In the 
Corporate Director: 

**To strengthen the board of directors we must, first 
of all, get rid of the notion that the principal criterion 
for membership ia compatibility." 

Obviously, Mr. DeButts was responding to a very real problem. These 
examples raise the most basic questions related to the governance of 
the American corporation. 
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In Junft 1977, the Senate Subcomnlttee on Citizens and Share- 
holders ftig^ti and Remedied, which I than dhelred. held hearliigB 
on '*The Role of the Shareholder in the Corporate Iforld," Wltneei 
after vitneas spoke of Che need to stop the eroalon af atandardt of 
conduct for coi:^ orate management and to expand the role of the 
shareholder in the modem corporation. Teetttnony before other 
Congressional commit: teea and before the Securltiea and Exchange Com- 
al pa Ion carried the aaioe mess age; Juat a fev months ago, an SEC 
staff scudy doctjmented the veakneaa of shareholder damocracy in 
major corporations. 

In February of 1978, I appointed an advisory comnittee on 
corporate governance. Its 12 nKisibera represented many of the most 
prestlgioua and active naoiea in Ajnerican buaineaa labor, and conausier 
activities -- John D. DeButts^ then chairman of the board of AT it T; 
Irving S. Shapiro, chairman of the board of DuPont; Doug lea Eraser, 
president of the UAW; Hark Green, director of Congreas Watch: A. A* 
Sotnaer, Jr., former tnember of the Securities and Exchange Conmiaaion; 
Vllllain WinpisingeTj^ president of the International Association of 
Machinists and Aerospace Workers ; William B. Batten, chairman of the 
Hew York Stock Exchange and former president of the J.G^ Fei:iny Co.; 
Pri3f .William L^ Cary. chairman of the S£C from 1961 to 1964; Levis 
D. Cilbert, a major spokesman for shareholders Interests; John Buata* 
meate., chairman of the First National Bank Association of Cleveland; 
Alice Tapper Marlin, founder and executive director of the Council of 
Economic Priori tiea; and George Aronoff, dlstingulahed Cleveland 
attorney . 

Vhile divergent views vere expressed by masd^ers of the coimittee 
regarding Federal legislation as a mechanism for effectuating change » 
the advLaory committee agreed that Improvements in corporate gover- 
naace and corporate accountability are of great importance to the 
future of our economic system. The comnittee endorsed a nunnber of 
specific reforms auch as; At least s majority of the tnemibera of boards 
of directors of publlcly-sTwried corporations should be ^*outside" 
directors or "Independent" of management; publicly-owned corporations 
should have an audit committee composed solely of independent 
directors; and publlcly-ovned corporations should have a nominating 
committee composed of a majority of Independent directors h 

In addition, the American Law Inatltute. the American Bar 
Asaociaticm the Securities and Exchange Comnission* the Business 
Roundtable Congress Watch and the Federal Trade Commission have examined 
this subject intensively All agree that aome improvement in the 
mechanlsiaB of corporate governance Is neceaaary The major differences 
are over how these improvements should be achieved. 

Most corporations resist any Federal l*glalation and prefer to 
wait for the voluntary actions of the corporate community to make 
adjustments. Or, at a maximum, they prefer to leave all legislative 
decisions to the States. 

tflth all due respect to the advocates of laissez-faire and 
corporate voluJ:)tarlsm, I must confess that some of us have a more 
skeptical view of human nature. As Prof. Abram Chayes has said: 

"Like aocleties before us, we will be ill-advised 
to rely exclusively on the conscience or benevolence of 
the vteldera of pover to secure that it be exercised 
for ends we value.'' 

This is not to say that there have not been changes and improve- 
ments, for there have been. Many major companies have brouaht outside 
directors onto the board. But history teaches that such voluntary 
reforms are likely to be short-lived, a response to passing pressures. 
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Jxsst last year, for example. Harvard Bualness School Professor 
Myles Mace, who did a landmark study of corporate directors ten 
years ago, updated his research and concluded: 

"Nearly teri yeAre have paa&ed fllncc clxe publication 
of Plrectora ^ ,^^^ *"'^ ^^^^^J^ - ^^^ baard practices 
have changed little during that decade- RecCHnoendations 
for refoiETtiai of board prsccices have not been forthccnalug 
from business leaders. The SEC and ConereaB, however, 
have directly affected the duties and regponslbllltles 
of boards r This concern on the part of the Federal govern- 
ment: a.s to what goes on in the boardroom may only be 
expected to increase. 

"The reluctance of business leaders to develop 
affirmative and cone truce ive ideas for Improving 
corporate governance is soioewhat understaTidable It 
Is not reasanable to expect CEO^s to give up or res- 
trict voluntarily their de facto powers of control 
in their respective corporations As vaa the case ten 
years ago, CEO^a still control board membership; deterralne 
what the board does and does not do, stack their boards 
with employees and with purveyota of professional services 
to the management such as investment bankers , commercial 
bankers, ind outside legal counsel; control the agenda 
and managenient information systems; and manage the ti^m- 
pensstlon packages far key executives. Including perqulsltei . 
Many CEO's like It the way It is, Reconnnenditlons for any 
change chat seems to whittle away at de facto powers of 
CDntrol are resisted, being dismissed as counterproductive 
or, as categorized in the words of one executive, unAmerican 
and destructive to the free enterprise system. 

"Directors should represent the stockholders and not manage- 
ment. Board members, except for two or three insiders, should 
all be "independent" of the CEO Investment bankers com- 
mercial bankers, and outside legal counsel should not serve 
on the boards of their a lents Finally board duties and 
func ions should be clearly defined in writing 

^^Ndae of these aspirations will he realized through 
voluntary reform of governance by CEO's. The SEC, there- 
fore, should and probably will prescribe over the next 
decade these basic changes in board practices. Fiirther 
congressional action njiay be necessary and would contribute 
to strengthening the abi itiea of boards of directors to 
serve the Interests of their primary constituency -- the 
stockholders 

Just this month, for exanple, Hedrick and Struggles surveyed 
13.000 of the nation's largest industrial and non- industrial concerns. 
Of the 487 who responded. 87.6 percent had boards on which outsiders 
were a majority. 

That sounds very good, tntil one looks a little closer. Many 
of these coinpanies considered anyone not a present employee to be an 
outsider. Only 55 percent said they had a board with an "independent" 
outsider majority. Though we don't eve know how "independent" was 
defined -- did it include major suppliers or the firm's bankers, 
for example? -- that's still only 55 percent of the 487 who responded. 
The other 813 may have been even worse. 
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And there seems to be a regtea^Lon here as well. For a while, 
there seemed to be a trend to keeping the con^any^a lawyer off its 
board for the most obvlDUB of reasons: bow C4n one eKpect someone 
hired by a CEO to act critically and independently of that CEO? 
{SEC Chftinaati Hsirold tfllliams has been particularly concerned about 
thifl macter.) In a 1975 Kom/Ferry survey of 552 major oorporatlono , 
the proportion of boards with the company's lawyer on them had dropped 
to 32. fl percent H still a very high figure. Last year, the figure 
turned upward to 35.1 percent -- the first increase since 1973. One 
reason, according to Lester Kom, could be less SEC pressure. 

Nor can the problems be left solely to the States . State cor- 
pora tion lavs are designed primarily to enable management to operate 
with minimum interference Statea have Qompeted with each other in what 
has been called a race to the bottom, to develop a permiaeive manage- 
ntent' oriented body of law in order to attract corporationfi to domicile 
within their reapective Juri dictions a.nd provide corporate business. 

And the States know It. A 1968 report of New Jersey's corpora- 
tion law revision committees states: 

"It is clear that the major protections to investors, 
creditors, employees, customera and the general public 
have come, and must continue to come, from Federal 
legislation and not from State corporation acts . . . 
[Ajny attempt to provide auch regulations in the public 
interest through State incorporation acta and similar 
legislation would only drive corporations out of the 
Stste to more hospitable Jurisdictions/^ 

If voluntarism is uncertain and State reform Is either unlikely 
or too t Ime - consianlng , why not rely upon the SEC Instead of legislation? 
The simple answer is that the SEC does not now have the legislative 
authority to Institute needed reform. 

SEC jurisdiction -- the 1933 and 1934 Securities Acts — relates 
primarily to the corporate securities distribution and trading 
process rather than to corporate governance* The principal purpose of 
these statutes is disclosure to permit investors to make informed 
Investment decisions^ and to permit shareholders to exercise their 
rights effectively and intelligently h That Is sia^ly not sufficient to 
achieve a more effective and responsive corporate governing structur*. 

The corporate shareholder thus finds that State laws often will 
not protect him^ that the Federal securities lavs apparently are not 
strong enough to do so, and that other laws are not broad enough. 
I therefore Introduced S. 2567 (which prescribe* minimum Federal 
■tandards to protect shareholders and to restore the sense of acco\m- 
tability that has been absent from too many of our major corporations, 
without reducing managerial efficiency.) 

I believe th«t the best way to do that Is to strengthen the role 
of the board of directors Others would go much further H R. 7010. 
the {i^rporate Democracy Act, for example , has been introduced In the 
House It deals with such matters as the public disclosure of 
corporate operations and activities , the rights of enployees, the loqiact 
of plant closings on affected comiounlties , interlocking directorates, 
and the accountability of corporate officers for violations of Federal 
laws With all due respect to a very honorable effort, I prefer 
instead to rely more on building a limited set of mechanisms to enable 
the good sense and honesty of American businessmen to operate In a 
manner that is creative, effective and meaningful. 

The only real way to accomplish this la to require that a majority 
of the board of major corporations be dlrectore who do not have certain 
significant economic or personal relationships with the corporations 
they serve. As SEC Chairman Harold Williams put It: 
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"Independent directors perform a vital function for 
management. They provide a source of accountability and 
88 If- correction. They can serve management constructively 
by calling for management to examxne decisions and actions 
in the ll^t of new and different perspectives and asking 
hard questions ..." 

Hard questions mieht have prevented the Penn Central disaster, 
the slijsh funds, the illegal contributions, the foreign bribes, and 
the excessive corporate perks and compensation for insiders. 

The provision in the bill I introduced for an independent 
director majority does not go as far as some would go -- they would 
require almost all board members to be outsiders. The bill reflects 
instead a wide-spread consensus. For example, both the Business Round- 
table and the American Bar Association's section on corporation, bank- 
ing and business law support such a board composition. 

Admittedly, the word "independent" is not easily defined. 
However, the categories set forth in the bill focus on those persons 
whose board service raises legitimate questions of independence. As 
SEC Chairman Williams put it: 

"The board service of members of management, major 
customers and suppliers of goods and services — including 
commercial bankers, outside counsel, and investment 
bankers -- and any other individual who has a stake in the 
corporation which has the potential to divide his/her 
judgment -- or the perception of his/her judgment — raises 
legitimate questions of independence . . . it is hard to 
question serioxisly that those who have an economic stake 
in the corporation may find it difficult to ignore that 
stake ..." 

In line with that, investment bankers, commercial bankers, major 
suppliers and lawyers who do a certain amount of business with the 
corporation, among others, are not classified as independent directors 
in the bill. Nothing in this bill, of course, precludes them from 
serving on a corporate board -- it is just that such persons cannot 
be in the majority. 

The bill also requires all subject corporations to establish 
audit committees composed solely of independent directors. The 
audit committee would — in addition to other duties — have the sole 
authority to hire and dismiss the independent auditor, and to determine 
his compensation, subject to the approval of a majority of the out- 
standing shares of the corporation. 

The value of independent audit coimnittees is undisputed. The 
SEC first recommended audit committees as a means for iiq>roving 
financial disclosure in 1940. In 1939. the New York Stock Exchange 
endorsed the concept. Today, the Business Roundtable supports it. 
The New York Stock Exchange requires all listed companies to establish 
audit committees compose<l solely of independent directors, and the 
American Stock Exchange recomnends the same thing for its listed 
companies . 

But simply having an audit coimnittee is not enough. Such a 
committee must responsibly perform some real, hard functions, and 
some do not. The bill therefore sets out some of the responsibilities 
of audit committees. 
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ifoalxutlTig committees ihould aIbo b« Independent. Corporate 
■lectlani &rc tifiuslly won hj the peraona nomLn^ted by managenienc . 
Also, the chief executive officer, who traditionally eelecte the 
Candida tea for board membership, can iotldildate would-be diasenteTa 
vho wiah to remain on the board and %?ho know he or she can deny thesi 
reappolntinent. The bill, therefore, requires that all subject cor- 
porations have a nominating comnitcee coniposed solely of independent 
directors, with the responsibility for recommending nominees to fill 
board vscancles. Shareholders should be advlaed of the nominating 
cotmQictee'a role and encouraged to aubaiit reccnnDendatlona to the com- 
mittee. Properly linpleniented, thla concept constitutes a significant 
atep toward increasing shareholder participation in the corporate 
electoral process. 

The bill also grants shareholders the right to nominate candi- 
dates for the board of directors , provided such candidates are supported 
by a specified number of shares outstanding at the the time the can- 
didate's name is sought to be placed In nomination. This provision 
will make proxy solicitations tqore open, and help put out»ld« groups 
on a more equal footing with the inHide management. 

But simply giving shareholders the right to nominate directors 
is not enough. Shareholders must also have some electoral power r 
Cmmilatlve voting Is a mechanism that assures some stockholders. If 
they are sufficiently purposeful and cohesive, representation on tha 
board of directors to an extent roughly proportionate to the size 
of their holdings. This Is achieved by permitting each shareholder, 
acting alone or in concert with others, to cast the total number of 
bis or h«r votes for a single candidate for election) to the board, 
or to distribute such total among any number of such candidates. 



Like all other provisions of this bill, the provision for 
lative voting does not create something new and unprecedented but 
merely adopts the best of current practice. In ten States, cumulative 
votlrig Is guaranteed In the State constitution, and in eleven States t 
cumulative voting is an absolute shareholder right by statute. A 
previous Congressional requiresnent for "fair, just and equitable 
auffrege" In the administration of the Public Utility Holding Compajiy 
Act, has been interpreted to support the right of cumulative voting. 
Congress also Insisted on cumulative voting when COMSAT was created. 

The standard of care is taken from the Model Business Corporation 
Act which was written and approved by the American Bar Association's 
aection on corporation, banking, and business law. it has been adopted 
In substance in more than 25 States and loajor portions have been 
followed in many others. Its enactment and uniform interpretation 
on a Federal level would be an Important step toward protecting tha 
basic rights of public investors, and adding a necessary uniformity 
to the way directors of national companies are supposed to act. 

The duty of loyalty provision was taken from the Corporate 
Director's Guidebook. It Is baaed on the single basic principle that 
a director should not use his corporate position to make a personal 
profit or gain other perianal advantage. 

Finally, the bill allows any shareholder of a subject corporation 
to enforce those provisions of the act not preempted by State law In 
Federal district court. The court would have original but not 
exclusive Jurisdiction of such actions, and the prevailing party would 
be allowed to recover reasonable litigation costs, Including attorney's 
fees. 
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In closing. Hr. Chalman, I«t ae point out that th« proposed 
legislation reflects two inportant concerns: inflexible Federal 
regulation should not stifle the need for innovative, creative, and 
experimental refoms that often come only from the private sector 
itself or from the States. I believe that the standards in this bill 
are sufficiently modest so that efforts at such reform are not stifled, 
but encouraged. They are encouraged because States and companies are 
urged to go beyond these minimum standards on a voluntary basis. 

The second concern is that small businesses not be unnecessarily 
burdened by this or any other legislation. In crafting the scope 
of this bill, we have therefore been quantitative as well as qualita- 
tive, sharply limiting the number of covered public corporations 
to about the 1,000 largest corporations, and not including any mutual 
insurance companies. 

A final point. I do not delude myself into thinking that this 
bill will be promptly enacted, especially after the results of the 
recent election. But its time may. well come, and soon. If we have 
another Penn Central, another wave of revelations about corporate 
misconduct, there may be such a revulsion that much harsher, less 
considered legislation will be hastily adopted. 

I think that would be unfortunate. We now have some time to 
reflect on what is the best approach. We should take that time and 
thoughtfully consider this and other proposals. Obviously, S. 2567 
can be improved and perfected. 

I want to thank you, Mr. Chairman, for getting that process 
tnderway by scheduling these hearings. I look forward with great 
interest to the testimony. 



- 30 - 
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96th congress 
2d Session 



S. 2567 



To establish Federal miniinmn standards relating to composition of corporate 
boards, duties of corporate directors, audit and nominating committees, 
shareholden' rights, and for other purposes. 



IN THE SENATE OF THE UNITED STATES 

Apbil 16 (legislative day, Januabt 8), 1980 

Mr. Mbtsbnbaum introduced the following bill; which was read twice and 

referred to the Committee on Banking, Housing, and Urban Affairs 



A BILL 

To establish Federal Tninimmn standards relating to composition 
of corporate boards, duties of corporate directors, audit and 
nominating committees, shareholders' rights, and for other 
purposes. 

1 Be U enacted hy the Senate and House af Representa- 

2 tives of the United States of America in Congress assembled^ 

3 That this Act may be cited as the 'Trotection of Sharehold- 

4 ers' Bights Act of 1980''. 

5 FINDIN08 AND PXJBP08E8 

6 Sec. 2. The Congress finds and declares that — 
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1 (1) the health and proper functionmg of our corpo- 

2 rate system is vital to our national life; 

3 (2) corporate misconduct and a weakening of the 

4 shareholder's voice liave become sufficiently wide- 

5 spread to present a serious problem for our Nation; 

6 (3) the failure of boards of directors to exercise 

7 adequate supervision and independent judgment has 

8 contributed to this problem; and 

9 (4) the establishment of minimum standards for in- 

10 ternal 'structural controls to enhance the independence 

11 • of directors, for the duties of care and loyalty for cor- 

12 porate directors, and for the enhancement of sharehold- 

13 ers' influence, can significantly improve corporate be- 

14 havior and performance without impairing efficiency 

15 and imposing excessive governmental regulation. 

16 APPLICATION AND BELATION TO STATE LAW 

17 Sec. 3. (a) Except as otherwise provided, the. term "af- 
18. fected corporation'', as used in this Act, means any business 

19 corporation which — 

20 (1) is engaged in interstate commerce, or in a 

21 business affecting interstate commerce, or whose secu- 

22 rities are traded by use of the mails or any other 

23 means or instrumentality of interstate commerce; 

24 (2) is incorporated under the laws of the United 

25 States, any State, the District of Columbia, the Com- 
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1 monwealth of Puerto Bico, Guam, the Yitgin Islands, 

2 or any territory or possession of the United States; and 

3 (3) as of December 31 of the fiscal year preceding 

4 the year in which this Act becomes effective, had five 

5 hundred or more shareholders, and (A) had inventories, 

6 gross property, plant, and equipment which aggregated 

7 more than $100,000,000 and which comprised more 

8 than 10 per centum of the total assets of the affected 

9 corporation, or (B) had $100,000,000 in total sales dr 

10 revenues, or (C) had $1,000,000^000 m total assets. 

11 (bXl) For purposes of this subsection, the term "State'' 

12 means a State, the District of Columbia, the Commonwealth 

13 of Puerto Bico, or any other territory or possession of the 

14 United States. 

15 (2) Except as provided in paragraph (3), an affected cor- 

16 poration shall be exempt from the requirement of this Act if 

17 such affected corporation is governed by a State law that 

18 contains requirements substantially similar to those imposed 

19 under this Act or such law gives greater protection and bene- 

20 fit to the shareholder, and there is adequate provision for 

21 enforcement. 

22 (3) An affected corporation shall not be exempt from tie 

23 requirements of section 4 of this Act, relating to duties of 

24 corporate directors. 
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1 (c) This Act does not apply to mutual life insurance 

2 companies. 

3 DUTIBS OF COSPOBATB DIBECT0B8 

4 Itec. 4, (a) Eaeh director of an^ affected corporation shall 

5 owe the affected corpcnration and its sharehdders a duty of 

6 loyalty. With respect to his duty of loyalty, a director shall 

7 perform his duties as a director, including his duties as a 

8 member of any committee of the board of directors upon 

9 which he may serve, in a manner such that the director does 

10 not use his corporate position to make a personal profit or 

11 gain other personal advantage. In carrying out his duty of 

12 loyalty, the director shall be required to do the fpllowmg: 
IS (1) When the corporate direct<Mr has a matarial 

14 personal interest in a contract or transaction to which 

15 the affected corporation is to be a party, either directly 

16 or indirectly because of an employment or investment 

17 relationship with an entity with which the affected cor- 

18 poration is dealing or otherwise, the director shall dis- 

19 close the existence and nature of such interest to the 

20 other directors prior to the time action is tak^ by the 

21 board with respect to the matter. The interested direc- 

22 tor may be counted in determining the presence of a 

23 quorum but his vote or consent may not be counted for 

24 purposes of the requisite action. 
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1 (2) When conflicting interests are present, the 

2 corporate director shall ascertain that the proposed 
9 transaction is on at least as favorable terms to the af- 
4 : fected corporation as might be available from any other 
S ^ periefon or entity and> if minority shareholders may be 
6[ : ..adversely affected^ each director shall consider the fair- 
7; ^ess (rf their treatment. 

8 V : (3) ?i^en an opportunity to acquire another busi- 

&: : - ness enterprise, to acquire real property, to license pat- 

10 ents or inventions, to market new products, or to seize 

11 any other business advantage, comes to the attention 

12 of the corporate director as a resuH of his relation to 
IS the affected corporation in a way that would permit 

.14 personal realization of the same opportunity, and such 

15 opportunity is relevant to the enterprise's present or 

16 prospective buaness activities, the director shall first 

17 present it to his affected corporation and only after a 

18 determination has been made by the board that the af- 

19 fected corporation will not pursue such corporate activ- 

20 ity, may the corporate director pursue the matter for 
21. his own account or for the benefit of others. 

-22 (4) The director shall deal in confidence with all 

23 matters involving the corporation on whose board he 

24: . nrveaimtil such time as there has been general public 

-25 disclosure of any matter or unless he knows that the 
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1 particular information is a matter of public record or is 

2 a matter of common< knowledge. 

3 (b) Each director of an affected corporation shall owe 

4 the affected corporation and its shareholders a duty of care, 

5 With respect to his duty of care, a director shall perform his 

6 duties as a director, including his duties as a member of any 

7 committee of the board upon which he may serve, in good 

8 faith,, in a manner he reasonably believes to be in the best 

9 interests of the affected corporation, and with such care as an 

10 ordinarily prudent person in a like position would use under 

11 similar circumstances. 

12 (cKl) In performing his duties, a director shall be enti- 

13 tied to rely on information, opinions, reports or statements, 
^4 i including financial statements and other financial data, in 

15 each case prepared or presented by — 

16 (A) one or more officers or employees of the af- 

17 V fected corporation whom the director reasonably be- 

18 lieves to be reliable and competent in the matters pre- 

19 V sented, 

20 '.'i: (B) counsel, public accountants, or other persons 

21 as to matters which the director reasonably believes to 
22. iv be within such persons' professional or expert compe- 

23 tence, or 

24 (C) a HH>mmittee of the board upon which he does 

25 not serve, duly designated in accordance with a provi- 
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1 sion of the articles of incorporation or the bylaws, as to 

2 . matters within its designated authority, which commit- 

3 tee the director reasonably believes to merit confi- 

4 d^ce. 

•: 5 (2) A director shall not be considered to be acting -^in 

.& :^ood faith if he has knowledge concerning the matter jn ques- 

7 tion.that would cause such reliance to be unwarranted. 

■8 (d) A ^director who performs his duties of loyalty and 

> 9 care in < accordance with this section shall not be liable by 

10 reason of being or liaving been a director of the affected cor- 

11 poration. 

12. . (eXl) In order to ensure that the director is afforded the 

13 opportunity to perform his duties in the maqner pr(B3cribed 

14 under ibis section, any present director, officer, employee, or 

15 agent of such affected corporati<m or any of its parents, sub- 

16 sidiaries, or affiliates, shall furnish such information and ex- 

17 planation, and provide access to records, documents, books, 

18 accounts, and vouchers as any director of an affected corpo- 

19 ration may reasonably request and the director of the affected 

20 corporation may communicate with key executives of the af- 

21 fected corporation, subject to reasonable time constramts. 

22 (2) Any person required to furnish access to records, 
^3 documents, books, accounts, and vouchers pursuant to this 

24 subsection shall only be required to furnish access to or give 

25 information and explanation about those records, documents. 
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1 books, accounts, and vouchers which such person is required 

2 to maintain pursuant to the performance of his duties on 

3 behalf of the affected corporation. 

4 INBBPBNDBNT BOABD OF DIBBCT0B8 

5 Sbc. 5. (a) In order to ensure that the board of directors 

6 of an affected corporation represents all of the shareholders, 

7 to improve the effectiveness of the board, and to ensure the 

8 credibility of the affected corporation's accountability proo- 

9 ess, a majority of the members of a board of directors of an 

10 affected corporation shall not be persons described in subsec- 

1 1 tion (b) of this section. 

12 (b) The persons referred to in subsection (a) of this sec- 

13 tion are as follows: 

14 (1) Any person who, within five years preceding 

15 his proposed appointment to the board of directors, has 

16 been an officer or employee of the affected corporation, 

17 any of its parents, subsidiaries, or other affiliates. 

18 (2) Any person who is related to an executive offi- 

19 cer of the affected corporation, any of its parents, sub- 

20 sidiaries, or other affiliates, by blood, marriage, or 

21 adoption (except relationships more remote than first 

22 * cousin). 

23 (3) Any lawyer who was paid, or whose firm was 

24 paid, a fee by the affected corporation, for the perform- 

25 ance of legal services, the amount of which exceeds 
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1 $10,000, during any of the affected corporation's last 

2 three full fiscal years or to whom it is proposed to pay 

3 such a fee in the affected corporation's current or next 

4 full fiscal year. 

5 (4) Any person who is a director, partner, officer, 

6 or employee of an investment or commercial banking* 

7 firm which has performed services and received a fee 

8 for such services which exceeds $10,000, during any of 

9 the affected corporation's last three full fiscal years, or 
10 which the affected corporation proposes to have per- 
il form services in the current or next full fiscal year. 

12 (5) Any person associated with a supplier to the 

IS affected corporation to which the affected corporation 

14 made payments during such supplier's last fiscal year 

15 or proposed to make payments during such supplier's 

16 next fiscal year, in an amount in excess of 1 per 

17 centum of such supplier's consolidated gross revenues 

18 for its last fiscal year or $5,000,000, whichever is less. 

19 A person is deemed to be "associated with a supplier" 

20 if such person is, or has within the last two full fiscal 

21 years of the affected corporation been, an officer, direc- 

22 Uff, or employee of, or owns, or has within the last 

23 two full fiscal years of the affected corporation owned, 

24 directly or indirectly, in excess of 1 per centum equity 

25 interest in such supplier. 
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1 (c) For purposes of subsection (b), fees whiob are pio- 

2 posed to be paid include fees wbich ar^ the mbject of^a 

3 formal agreement or are reasonaUy eqpected to l^ made p|V 

4 suant to any understanding or course of conduct ;; -. 

5 AUDIT CK)]pfITTB98 f y t 

6 Sbc. 6. (a) The board of directors of an affected cor|K>- 

7 ration shall establish and maintain an audit coinnnttee com- 

8 posed soldy of persons who are not described, i|i fubsectbn 

9 (b) of section 6 of this Act. - 

10 (b) It shaU be the function of the audit copmnttee^m 

11 addition to any other functions agreed to by -tl^ board^ 

12 directors, to — . \ (: cr 
IS (1) review the arnrngem^tsfund fsp|^ the ji- 

14 dependent audit examination; ; ; 

15 (2) review, upon comj^etipn of the au£t, the fo||- 

16 lowing items with the principal firm of independient 

17 auditors engaged by the affected corp<Mration: 

18 (A) any report or opinion proposed to be re^- 

19 dered in connection with the «udit; 

20 (B) the extent to which the resources of the 

21 affected corporation were and should be utilized to 

22 minimize the time spent by the independent audi- 

23 tors; 
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1 (C) any significant transactions detected 

2 during the audit which were unrecorded, imv 
8 thorized, or not adequately supported; 

4 (D) any material change in the affected cor- 

5 poration's accounting principles; 

6 (E) all significant adjustments proposed by 

7 the auditor; 

8 (F) the scope of the auditor's examination; 

9 and 

10 (G) any reconunendations which the inde- 

11 pendent auditors may have with respect to im- 

12 proving internal accountuig controls and choice of 
18 accounting principles; 

14 (8) investigate and make reconmiendations con- 

15 ceming the cooperation which the independent auditors 

16 received from officers and employees of the affected 

17 ' corporation during the conduct of the audit; 

18 (4) subject to the approval of a majority of the 

19 outstanding shares of the affected corporation, hire and 

20 dismiss the independent auditors and determine the 

21 compensation which they shall be paid; 

22 (5) inquire of appropriate company personnel and 
28 the mdependent auditors as to any instances of devi- 

24 ations from the affected corporation's established codes 

25 of conduct and periodically review such policies; 
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1 (6) meet with the affected corporation's chief fi- 

2 nancial officer and other appropriate personnel at least 

3 twice a year to review and discuss with them the gen- 

4 eral policies and procedures utilized or proposed to be 

5 utilized by the affected corporation with respect to m- 

6 temal accountuig controls, including the internal audit 

7 function; 

8 (7) direct and supervise an investigation into any 

9 matter brought to its attention within ihe scope of its 

10 duties; 

11 (8) review executive perquisites; 

12 (9) repcNt on the committee's activities in the 

13 annual report to shareholders; and 

14 (10) review, either as a committee of the whole ^r 

15 by a designated member, all releases and other infbr- 

16 mation to be disseminated by the affected corporation 

17 to the press^ media, the public, or ita shareholders 

18 which concern disclosures of financial condition and re- 

19 suits of operation, or forecasts of such information, of 

20 the affected corporation and its subsidiaries. 

21 (c) Pursuant to performing the function specified in 

22 paragraph (6), the audit committee shall have the power to 

23 retain outside counsel in connection with any investigatk^L 
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1-. -- V NOMINATINO COBOnTTEES 

^\ Sec. 7. (a) The board of directors of an affected corpo- 
^ . ration shall have a nominating committee composed solely of 
4.- persona who are not described in subsection (b) of section 5 of 

5 this Act. 

6 (bKD Except as provided in paragraph (2) of this sub- 

7 section and subject to the right of shareholders to nominate 
8. candidates for directorships as provided ior in section 8 of 
9... this Act, the power to nominate candidates for the board of 

10 an affected corporation shall be vested solely in the nominat- 

11 ing committee. 

12- ' (2)rThis subsection is not intended to. preclude any right 

15 ahairehQlders may have to nominate candidates for director- 
14 ships by virtue of the charter or bylaws of the affected eorpo- 
1,5 cation or by virtue of governmental regulation, or otherwise. 

16 8HABBHOLDBB NOMINATIONS 

17 JSbo. 8. (a) Shareholders of an affected corporation^ m 

18 advance of the meeting at which directors are to be elected, 

19 shall have the right to nominate canfidates for the board of 

20 directors of sodi affected corporation if each such candidate 

21 nominated for a directorship by a shareholder is supported by 

22 the holder or holders <rf one-half of 1 per centum of shares 

23 outstanding at the time the name of such candidate is sought 

24 to be placed in nomination. 
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1 (b) In the event shareholders nominate candidates for 

2 directorships, the names of such nominees shall be included 
8 in any proxy information together with the same type and 

4 amount of background information that is provided for any 

5 other nominees if — 

6 (1) the proponents of the shareholder nominees 

7 furnish such information; and 

8 (2) the affected corporation has a reasonable op- 

9 portunity to mplude such information in the proi^ ma- 

10 terials. 

11 CUMULATIVB VOTINO FOB DIBB0TOB8 

12 Sec. 9. (a) Every shareholder comj^ying with subseo- 

13 tion (b) of this section who is entitled to vote at any election 

14 of directors may — 

15 (1) cumulate his votes hy giving one candidate a 

16 number of votes equal to the number of directors to be 

17 elected^multiplied by the munber of shares the share*^ 

18 holder is voting; or 

19 (2) distribute his votes on the principle stated in 

20 paragraph (1) isinong as many candidates as the share^ 

21 holder desires. 

22 (b) No shareholder riiall be entitled to cumulate votes 
2S f6r any candidate unless the name of such candidate has been 

24 placed in nomination prior to the voting and the shareholder 

25 has given notice, by registered or certified mafl at least sixty 
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1 days prior to the meeting at which the cumulative votes are 

^ id be dast^ of his intentioii to cumulate his votes. If any one 

3 shareholder has given such notice, ail shareholders may cu- 

4 mulate their votes for candidates in nomination. 

5 shabeholdeb's action 

6 Sec. 10. (a) Chapter 85 of title 28, United States Code, 

7 is amended by adcBng at the end thereof the following: 

8 ''§ 1364. Shareholder's action 

9 "(a) Any shareholder of an affected corporation, as such 

10 term is defined in the Protection of Shareholders' Bights Act 

11 of 1980, may enforce any provision of that Act not rendered 

12 inapplicable pursuant to section 3(bK2) of that Act, by main- 

13 taining a civil action in any district court of the United States 

14 as provided in subsection (b) of this section which shall have 

15 original but not exclusive jurisdiction of such action. The 

16 court may allow the prevailing party to recover litigation 

17 costs reasonably incurred in any such action, including rea- 

18 sonable attorneys' fees. 

19 "(b) Any action instituted pursuant to subsection (a) of 

20 this section may be brought in the district in which the act or 

21 transaction resulting in such action occurred, or in the dis- 

22 trict wherein the defendant is an inhabitant or transacts busi- 

23 nets, and process in any such case may be served in the 

24 district in which the defendant is an inhabitant or transacts 

25 business.". 
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1 (b) The table of faections for chapter 85 of such title is 

2 ameifided by adding at the end thereof the following new 
8 item: 

''1864. ShftrehoUer'i action.". 

4 EFFECTIVB DATS 

5 3bg. 11. The provisions of this Act are effective three 

6 years from the date of enactment of this Act 

O 
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Senator Metzenbaum. Now, there is widespread agreement in 
the business and general community that reforms are necessary in 
the governance of the Nation's major corporations. There is not 
agreement, and this is the main point of disagreement, on the need 
for Federal legislation to bring about those essential reforms. 

In considering the matter we must address ourselves to two basic 
questions. One, do major and pressing problems exist; and second, 
is action in the form of legislation necessary to solve those prob- 
lems in a timely manner. 

Now, in my opinion the answer to both of those questions is yes. 
There is no doubt we face msgor problems in the governance of our 
msgor corporations. In recent years a corporate management style 
has appeared that frankly has been unresponsive to both share- 
holders and to the public interest. 

In my detailed statement I list many examples of this lack of 
responsiveness. These include illegal or questionable activities such 
as illegal political contributions, falsification of books, excessive 
perks for corporate insiders such as racing yachts and cars and 
homes, favors for families and friends. This is the kind of thing 
that causes shareholders to really be turned off, not only on the 
corporation in which they have invested — and it is not enough to 
say, well, they can sell their stock — ^but it causes them to feel that 
the system isn't working, the question of investing in corporations 
isn't right. 

In some respects I might say that I think people in this country 
indicated in recent weeks that they feel turned off toward their 
Government and feel their Government isn't working, and that is 
one of the reasons they called for a change. I think they also feel 
the corporate world too often isn't working to give them a fair 
share of the action. 

NEPOTISM 

Let me give you one example that received a tremendous amount 
of publicity. Mobil Oil corporate president, William Tavoulareas 
put his son in a shipping venture that benefited handsomely from 
its relationship with Mobil. That arrangement catapulted the 24- 
year-old son from a $14,000 shipping clerk to a mcgor owner of the 
Atlas Maritime Co., complete, all the perks, Rolls Koyce, luxurious 
homes in London and Long Island. Not bad. 

The Mobil nepotism was approved by a board dominated by 
corporate insiders. It demonstrates in this one example, which is 
typical of a number of others that are available to prove the point, 
the failure of modem boards of directors to protect the shareholder 
and the public. We all know of one board's failure to prevent the 
Penn Central fiasco and the situation really hasn't changed that 
much. 

Former SEC Chairman Roderick Hills said just a few years ago: 

Too many boards are dominated by inside directors. Even where there are signifi- 
cant numbers of outsiders on boards, they are all too often old friends of the chief 
executive officer who would rather resign from the board than severely criticize or 
vote to oust their old friend. 

Former A.T. & T. Chairman John DeButts who served on an 
advisory committee that I established to consider this subject, 
wrote recently in the Corporate Director, "To strengthen the bo€u*d 
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of directors we must, first of all get rid of the notion that the 
principal criterion for membership is compatibility." 

As a former businessman, I can't empnasize enough to you my 
own concern about these problems. I therefore brougnt together in 
February 1978, a blue ribbon advisory committee to provide my 
subcommittee with the best available advice on the subject. Its 12 
members represented many of the most prestigious and active 
names in the American business, labor ana consumer field. John 
DeButts, then chairman of the board of A.T & T.; Irving Shapiro, 
chairman of Du Pont; Doug Fraser, president of UAW; Mark 
Green, director of Congress Watch; Al Sommer, former member of 
the Securities and Exchange Commission; William WimpMnper, 
president of the International Association of Machinists; William 
Batten, chairman of the New York Stock Exchange and former 
president of the J. C. Penney Co.; Prof. William Gary, chairman of 
the SEC from 1961 to 1964; Lewis Gilbert, migor spokesperson for 
shareholders' interest; John Bustamente, committee chairman of 
First National Bank Association of Cleveland; George Aronoff, a 
very distinguished and able corporate lawyer from Cleveland. 

Now, I mention all of these names because it was a very good 
advisory committee. It had topnotch people on it and they came 
and showed up at the meetings and they worked. Obviously there 
were differences in a number of areas among the committee's 
diverse membership, especially on the need for Federal legislation. 
But there was surprisingly broad agreement that reforms are very 
much in order. 

BOARD MEBiBERS FROM OUTSmE 

For example, the committee agreed unanimously in its final 
report that at least a migority of the board members on publicly 
held corporations should come from the outside; that publicly 
owned corporations should have audit committees composed solely 
of independent directors; that independent directors should consti- 
tute the majority of the board's nominating committee. 

Now, those were important agreements. A common ground from 
which we can work together to make American business once 
again responsive to stocUiolders and to the public interest. Others 
have endorsed these reforms. 

Now, I know there is a great reluctance to go the legislative 
route. The argument is that corporations are reforming themselves 
voluntarily, and there is no need for us to do anything more. 

With all due respect to the advocates of laissez faire and corpo- 
rate voluntarism, I must confess that some of us have a more 
skeptical view of human nature. 

I think it's only fair to point out that the very top corporations 
in the country have done more in this area than those who are just 
below that top level. 

As you get on down, and still many of those corporations are 
extremely large^ you still have these same kinds of problems exist- 
ing. 

Obviously, you can have noncorporate board members and still 
not get that kind of vibrancy, that kind of questioning that a 
corporate board should have, because too often a corporate board, 
even when it has outsiders, has members who come from the same 
peer group, play golf in the same country club, lunch together and 
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don't have the willingness to say to a corporate officer. Why are we 
increasing your salary from $600,000 to $800,000 this year when 
you lost money last year, or your earnings went down? 

History teaches us that voluntary reforms are likely to be short- 
lived. I know there has been an effort made in a number of in* 
stances to achieve a voluntary kind of movement in this direction. 
But, for example, most people agree that a corporation's lawyers 
should not sit on its board. 

There was a movement away from this for a while. Yet, in 1978, 
33 percent of the 552 mcgor corporations surveyed by Kom Ferry 
still had such lawyers on their boards. 

Last year, the proportion didn't decrease, it jumped to over 35 
percent. 

In my detailed statement, I analyze other statistics. But the 
conclusion is clear. It was put this way by former Harvard Busi- 
ness School Prof. Myles Mace, who certainly is one of the most 
astute observers of the corporate scene: 

As was the case 10 years ago, the chief executive officers still control board 
membership, determine what the board does and does not do, st€u;k their boards 
with employees and with purveyors of professional services to the management, 
such as investment bankers, conmiercial bankers, and outside legal counsel, contrcd 
the agenda and management information sjrstems and manage the compensation 
packages for key executives, including peramsites. 

BAany chief executive ofGcers like it tne way it is. Recommendations for any 
change seem to winnow away. Effective powers of control are resisted as being 
counterproductive or as categorized in the words of one executive, un-American and 
destructive to the free enterprise system. 

He concluded that: 

None of the necessary reforms will be realized in voluntary reform of governance 
l^ chief executive officers. For this congressional action may be necesscuy. 

Can anyone really believe that the investment banker is going to 
vote against a new underwriting or new expansion of the company 
when he or she knows that it may produce additional income for 
his or her investment banking firm? 

Can anyone really expect a member of the board who is a suppli- 
er to question the company's expansion plans which may mean 
more business for the supply firm from which that member comes? 

Can anyone really believe that the company lawyer is going to 

Siestion an increase in salary for the chief executive officer when 
e chief executive officer probably has the right to determine 
whether or not that person's law firm does or does not remain as 
the corporate counsel? 

Nor are State laws likely to be of much help since they are 
designed primarily to enable management to operate with mini- 
mum interference. 

I think former SEC Chairman Cary put it very well when he said 
there is a "race for the bottom" among the States. I, as a former 
practicing lawyer, and I, as a former corporate official, tell you 
with no reservation that I would say to a client, ''Yes, let's incorpo- 
rate in Delaware because we all know that Delaware had the most 
relaxed standards of any State. All of us would go to the State that 
had the most lenient kinds of rules. 

Responsible State of&cials know this. As a matter of fact, in 1968, 
a New Jersey Corporation Law Revision Committee stated "It is 
clear that the migor protection to investors, creditors, employees, 
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customers, and the general public have come and must continue to 
come from Federal legislation and not from State corporation acts. 
Any attempt to provide such regulations in the public interest from 
State acts and similar legislation would only drive corporations out 
of the State to more hospitable jurisdictions/' 

I totally agree. 

As a consequence of these conclusions, I introduced S. 2567 which 
prescribes minimum Federal standards to protect shareholders and 
restore the sense of accountability that has been absent from too 
many of our mcgor corporations without roducing managerial effi- 
ciency. 

S. 2567 seeks to strengthen the board of directors by requiring 
that a majority of the board be truly independent. 

That majority should, therefore, not include the firm's invest- 
ment and commercial bankers, lawyers, or msgor suppliers. 

They can serve on the board, but there must be a majority 
comprised of true independents. This is a view supported by the 
Business Roundtable, the ABA Committee on Corporate Laws and 
many others. 

The bill also mandates that audit committees should be com- 
prised solely of independents as the New York Stock Exchange now 
requires and the American Stock Exchange recommends. 

It calls for a wholly independent nominating committee in line 
with recommendations by the ABA Corporate Law Committee. 

It prescribes certain basic duties of loyalty and care patterned on 
the Model Business Corporation Act. 

The bill is to be enforced largely from State judicial and legisla- 
tive processes. 

Let me stress a few things abouit this bill. 

It creates no Federal bureaucracy. It would add not a single 
Government employee. It adopts no new kinds of regulations. 

Rather, it incorporates the best of current practice. It applies 
only to very large companies, those with over $1 billion in assets or 
$100 million in annual sales and 500 or more shareholders. 

The duties of directors and standards of officer loyalty and care 
it prescribes are drawn from the Model Corporation Act. 

Finally, it provides for no Federal enforcement when State law 
includes equivalent or stronger board composition and shareholder 
provisions than those included in this very minimal Federal act. 

I believe this is something business can live with. Legislation 
that is not punitive, not restrictive, not burdensome. 

BILL NEEDS CHANGES 

Obviously, it's not a perfect bill. Obviously there are changes 
that need to be made and can be negotiated. 

I have spoken on this subject all over the countiy and in every 
single instance I have said to the business community, if there are 
parts of the bill with which you cannot live, if you feel that there is 
some area that needs to be negotiated, come, let us reason together. 

Because I believe that if we don't enact legislation that is the 
right kind of legislation at a time when there is no major scandal, 
we will find that the day will come when there is a tremendous 
problem in the corporate world, maybe bankruptcies, maybe a kind 
of wrong-doing on the part of corporate officers. 
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And the American people will rise up in wrath and demand that 
their Congress do something about it. And when they do, we will 
legislate under the wrong conditions. 

I belteve that we can legislate now under the right conditions 
with a calm and dispassionate approach to these problems. 

Too often in the past, Congress has reacted to problems that 
existed in our Nation, rather than acted objectively when the prob- 
lems weren't actually occurring, but in anticipation of that day 
when they might occur. 

I believe that you could name many subjects where Congress has 
reacted, and when they react, they usually go too far. 

I believe we do much better as a congressional body when we act 
dispassionately, when we act objectively. 

I would say as strongly as I know how that the incoming admin- 
istration representing a party different than my own received the 
credit many years ago for being the authors of the antitrust legisla- 
tion in this country. 

Sometimes I think that is forgotten. But I believe just as they 
broke ground in that area many years ago, that they could brake 
ground in this area with S. 2567 or something similar thereto, and 
I believe it could be done in cooperation and conjunction with the 
business community and with others of us who have an interest in 
the subject. 

I think it would be healthy for the free enterprise system. I think 
it would be good for America. 

Thank you very much. 

Senator Sarbanes. I want to thank you for a very strong opening 
statement. 

I also, again, want to commend you for really very careful work 
you have been doing in the area. I mean the assembling of an 
Advisory Committee on Corprorate Governance and extraordinary 
steps you have taken, really, to try to develop the substance of this 
issue. 

Howard, I am going to forego any questions. We want to get 
Chairman Williams on before he has to leave. 

I am going to defer to Senator Lugar for a moment. I do want to 
invite you, if your schedule permits, to join with the subcommittee, 
if you choose to, for as much of the rest of the hearing as you care 
to be here for. 

We would like to have you come on up here. 

Senator Metzenbaum. I appreciate the chairman's invitation. 

Senator Sarbanes. If that fits in with your schedule. Fine, why 
don't you come on. 

Senator Metzenbaum. Thank you very much. 

Senator Sarbanes. Chairman Williams. 

STATEMENT OF HAROLD M. WILLIAMS, CHAIRMAN OF THE 
SECURITIES AND EXCHANGE COMMISSION 

Mr. Williams. Thank you. 

Senator Sarbanes. We know of your longstanding interest on the 
subject of corporate accountability. I know of the leadership you 
have given the Securities and Exchange Commission. We are anx* 
ious to hear from you this morning. 
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I know you are under some time constraint If you could acUust 
your testimony as your schedule requires, please proceed. 

Mr. Williams. Thank you, Mr. Qiairman. Senator Lugar, Sena* 
tor Metzenbaum. It is unfortunate that my time is compacted this 
morning. I don't think there has been an issue in which I felt more 
strongly or devoted my personal energies more intensively to in my 
term as chairman than this one. 

Indeed, my involvement in this issue, just as Senator Metzen- 
baum's, goes back many, many years, I, too, have gone through the 
chairs and been chief executive. 

In fact, over 20 years I served on some 16 different boards at one 
time or another. Not simultaneously. I have been chairman of the 
bo€ird, I have been a management member, I have been an inde- 
pendent member, I have always been interested. But I have repre- 
sented takeovers, been an adversely on the board. 

I have also been a public interest law firm's nominee to a board 
that contested litigated situation. I agree wholeheartedly with your 
opening statements and with Senator Metzenbaum about the im- 
portance of public confidence in the accountability of corporate 
power. 

I believe in trust and confidence in the public structure and the 
process of decisionmaking is crucial to the continued vitality of the 
economic system. 

To the extent it is not trusted or viewed as accountable events 
may well occur which will bring about a cry and perhaps as Sena- 
tor Metzenbaum indicates, an irrational cry for some form of legis- 
lation that would bring the corporate community to account. 

IMPROVEMENT IN CORPORATE ACCOUNTABIUTY SYSTEM 

That has been partially the theme of my urge for reform over 
the years. I also agree there is a continuing need for improvement 
in the corporate accountability system although I believe that a 
substantial amount has been achieved and the dynamic and direc- 
tion is a very constructive healthy one. 

My concern is that since I believe this legislation indeed — that 
would involve the Federal presence in the decisionmaking process 
and determination of those who should participate in the corporate 
decisionmaking process, is not consistent with the risk-taking and 
venturesomeness we expect and need to encourage in the corporate 
community. That is, has no correlation with the efficient allocation 
of capital and, indeed, that the proposed legislation has no cost 
effect relationship to what it is designed to address. 

I ought to note in passing for the record that the SEC does not 
propose a list of directors, has not, and I will almost venture to say 
regardless of who, I, too, I suspect am about to be a nonchairman, 
regardless of who the Chairman of the Commission might be or 
composition of the Commission might be will not engage in that 
type of activity. 

Indeed, the list of corporate indiscretions or failures which Sena- 
tor Metzenbaum describes, and the list could be even longer, in 
many instances occurred in corporations whose boards, I dare say, 
would meet the description at least of the directorship composition 
proposed by the legislation. 
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The key is that — keys are twofold. Keys are, No. 1, that 
independence is a very personal quality. Yes, one can expect in* 
stances where an investment banker will not vote against, out of 
self-interest, against an underwriting. But, I must say to vou that I 
have served on boards with investment bankers who, indeed, have 
voted against underwritings. I have served on boards with counsel 
who were independent despite, in the substantive sense of the 
term, despite rather substantial fees coming from the corporation. 

My concern is that we not by legislation anoint some individuals 
as independents and irrebuttally taint others with the label of 
being dependent. 

There are many individuals who I have served with on boards 
who would meet with the technical definition of independence who 
bear none of the personal characteristics that would make them 
absolutely independent. 

At the same time as I say I have served on boards with directors 
who would be tainted who have, in fact, been independent. I am 
concerned that the board that might result and that would, there- 
fore, bear what we might call the Good Housekeeping seal of 
approval would not be an effective board in many cases. 

I am also concerned that the boards that might, by definition, 
bear the skull and crossbones might well have the qualities of 
independence. I am not prepared to relieve, as I believe the legisla- 
tion would do, directors who don't meet the definition of independ- 
ence, relieve them of their responsibilities and pressure on them to 
search themselves and to be held to account, to be, in fact, inde- 
pendent. 

I would be concerned that the effect would be that whether they 
are management members or investment bankers or whoever, that 
their presence on the board then is, by definition, one they are not 
capable of being independent and then why stru^le for it. The real 
key lies in my judgment in the environment in the boardroom and 
personal characteristics of the people. 

KEEP PRESSURE ON 

What we have to do is keep the pressure on individual boards, 
keep the pressure for standards and keep the responsibility on 
individual boards to act, and act they will in one set of circum- 
stances or another, whether it is in litijgation, whether it is the 
shareholders, whether it is in takeover situations, whether it is in 
the public press. 

They will be held to account, and account they must, for effec- 
tiveness of their decisionmaking and for the composition of the 
people who made those decisions and the process by which that 
decisionmaking occurred. Those are characteristics that cannot be 
achieved by Federal le^lation. 

Part of my concern is that once the Federal presence is estab- 
lished and the kind of failures that Senator Metzenbaum describes, 
and they will occur, regardless of this legislation, they will occur, 
we will then try to improve on a piece of legislation that obviously 
was not effective enough. 

And, I don't know how to approve on this legislation. It is going 
down the wrong trail to begin with. The improvement will nu^e it 
more oppressive, will go nirther in determining who can be on 
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boards of directors in certcdn objective terms but won't deal sub- 
stantively with what makes for a good director of what makes for a 
poor director. 

Beyond that, my concern is that we will freeze the model. There 
is an erroneous amount going on at this point constructively be- 
cause of a number of forces which I endeavor to articulate in my 
prepared testimony. 

Tlie model tod^, the emerging conventional wisdom, is strongly 
compatible with Senator Metzenbaum's recommendations, as well 
as my own. The momentum is moving us in that direction. The 
progress is significant. 

I believe over any period of time we will be further along this 
path than the le^lation calls for. The best conceived legislation a 
decade ago, I think, would have called for less than where we are 
today. I am concerned that the impact of legislation would not be 
to establish minimum standards, it would be to, in effect, establish 
the norm. 

People will comply with the norm, resolve themselves of respon- 
sibility to think further about what makes for good corporate ac- 
countability and board d3mamics, settle for legislatively imposed 
solution and stop the kind of progress that is being made, and in 
my judgment, will continue to be made. 

Beyond that, I don't know that we have the answers to what 
makes for good corporate accountability. 

That varies by board, it varies with time. And I would urge that 
we allow that process to continue to evolve. There is no standard 
solution. There are criticisms of this kind of composition that I 
personally agree with, but I am not convinced they are all totally 
wrong. I don't believe we should undertake to specifically define 
them. 

In our own corporate governance hearings we encountered the 
specific problems of endeavoring to identify or call for disclosure of 
independent directors. I relate in my testimony the problems we 
encountered in doing that. And why we agreed not to. We are 
actively monitoring. 

Our next monitor report should be out in a matter of months. 
We should monitor every year to be able to track developments 
and changes in the composition of boards, members and structure. 
I note, for example, as far as audit committees are concerned that 
we are already at a point where most all the companies that would 
be covered by the legislation of audit committees. The question of 
effectiveness is not going to be determined by the legislation. 

A list of duties is static. They are now performing duties thev 
didn't perform a half dozen years ago because of perceived need. 
Those duties will change over time. I don't know why they should, 
in effect, be able to hide behind a statutory definition of duties that 
will be outdated. There are, as far as shareholders are concerned, I 
would say to you that nominating committees over time will be the 
most important development in corporate accountability. 

But, I believe that process is beginning to develop. There are a 
number of forces at work. This is not a course of conduct or trend 
that will atrophy. It comes from a number of places. It comes from 
corporate failures, it comes from the press, it comes from peer 
pressure. 
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Boards function substantially differently today than they did a 
half dozen years ago. They take more time. They are substantively 
more independent. There is more time spent on definition of board 
responsibility. There is a greater sense of liability, responsibility on 
the part of airectors and they behave accordingly in most corpora- 
tions. 

Not in all. They are concerned more about information flow. 
They are concerned more about having access to counsel in serious 
matters. The courts themselves are beginning to be more discrimi- 
nating in the application of the business jud^ent rule, looking at 
possibilities of conflict of interest between directors who may on 
the surface appear to have other motivations than necessarily the 
best interest of the corporation or shareholder's in a particular 
situation. They are also looking into the decision process directors 
went through when arriving at that very important decision before 
they prepared to give benefit of the business judgment rule. 

Of course, the very threat posed by this proposed legislation 
which Senator Metzenbaum and his people have done over the last 
several years has had a very salutary effect in drawing attention 
and focusing on this area. 

In conclusion, I share a deep sense of urgency in enhancing 
corporate accountability because I feel as I have said on other 
occasions the effectiveness of the board of directors may well be the 
ultimate determinant of the long-term viability of the private 
sector. The best defense against overall reaction against it. But, I 
cannot conclude that enactment of this legislation would promote 
that end. 

Senator Sarbanes. Thank you, Mr. Chairman, and your full 
statement will be included in the record. 

[The complete statement follows:] 
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Novenber 19, 1980 



Mr. Chairman and Members of the SuboGramittee, I am pleased to have 
the opportunity to appear this morning before the Subcxxnnittee to testify 
regarding the proposed Protection of Shareholders* Rights Act of 1980, 
S.2567. Ohe bill is self -described as an effort "to establish Federal 
mininum standards relating to conposition of corporate boards, duties 
of corporate directors, audit and nominating cocimittees and shareholders* 
rights." 

BAO^GROUND 

As you may know, iiy interest in the area of corporate accountability 
is long-standing. Over a period of twenty years, I have been a meraber at 
one time or another of sixteen boards of directors, have served in the 
business, academic, and govemnent sectors, and frequently have spoken 
out on the issues with v^ich the bill deals, fly theme basically has 
been that public trust and confidence in the accounttability of corporate 
power is crucial to the continued vitality of our economic system. I 
believe that there is need to inprove the corporate acco'jntability system, 
but — as I have repeatedly stated — I doubt that government intervention 
can accomplish that goal. Because I feel strongly about these matters, 
I have a deep interest in the "provisions of the legislation which this 
Subconinittee is considering. 
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^V testimony this morning is a personal) statement. While I will 
discuss the CcmmissiGn's involvement in the jcx)rporate' governance area, 
lihich is based, in large part, on its statutory mandate to protect the 
interests of shareholders in the proxy solicitation process, the views 
%#hich I express today are iry own and not necessarily those of my fellow 
Connissioners — although I believe that at least a majority would agree 
with ny oondusicn at this time. 

I want to make clear at the outset that I oppose the bill which 
is before this Subccnnittee — or any other legislative or regulatory 
action to charter corporations, inpose a particular structure or com- 
position on all boards, or even to inplement the ideal board which 
I have suggested. I have consistently made clear my c^:po6ition to 
legislation of this nature \*ienever I have spoken on these issues over 
the last several years. Clearly, as rny public statements demonstrate, 
I share the objective of making directors more 'independent and boards 
more effective. I do not, however, agree with the draftsmen of this 
bill that it would acoonpiish those goals — indeed, I believe it 
would frustrate them. Before I turn to the specific provisions of 
S.2567, I want to set forth my reasoning. 

First, legislation concerning board structure and corposition 
would necessarily focus attention on conpliance with the statutory 
criteria, rather than on making individual boards work. It would 
convey the message that boards which conform to this statute are 
"effective" and those that do not are "ineffective" — judgments which 
may bear no relationship to reality. And, when events denonstrate 
that statutorily "independent" directors and statutorily sanctioned 
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j 
board structures nay nonetheless sonetimaB fail to infuse accountability, 

the inevitable result will be still stricte^ legislation and less 

flexibility. There is little history of govemnsnt, once it starts 

doim a legislative or regulatory road, adcnowledging that its course 

was in erroTf repealing the legislationr and retreating. Thus, I 

believe that a bill of this nature is unlikely to meet its stated 

objective and highly likely to stinulate still more conprehensive 

legislation — y^ich in turn, is no more likely to be effective. 

This leads me to my second point, I believe that legislation which 
dictates the process of corporate decision-making is likely to hanper 
seriously the ability of corporations to deliver the economic results 
necessary to assure our social and political future. On the contrary, 
legislation of this nature may well cause directors to take a "play 
it safe" posture and to shun the risk-taking which is essential to the 
cs^ital resources allocation process. We do not live in a society in 
viiich it is possible to legislate against errors of business judgment 
nor should we wish to. If the risks essential to our economic vitality 
are taken, there will be corporate failures and board failures, no 
matter hew boards are structured. 

niird, in seeking to legislate the effectiveness of corporate 
boards, we are dealing, at bottom, with the personal strengths and 
weaknesses of individual directors. Independence, one of the objectives 
which this bill sedcs to attain, is a state of mind and attitude. VJhile 
objective indicia of independence are inportant, and sometimes deter- 
minative, they are not an end in themselves, fly point in discussing. 
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over the past several years, the iiiportance ;of limiting board msnbership 
to directors who have no business or eoononiic tie with the corporation 
other them stock ownership, has been to encourage boards to lock 
seeurchingly and substantively at their roenbership. In sane cases, it 
may %#ell be possible to make a determination that a particular board 
roenber brings more to the board than might appear to be canpromised 
by an affiliation of some sort with the corporation. In other cases, 
it may be possible to build structural safeguards into the board's 
framework which counterbalance a particular director's lack of com- 
pliance with objective criteria of independence. While I believe 
that situations of that sort are the exception, rather than the 
rule, this bill would tolerate none of this sort of case-by-case 
weighing and evaluation. It amounts to a legislative determination 
that certain persons are never independent. 

Noreover, a statute wouJd, by definition, inpose one solution 
on cdl corporations within its reach. Ihe flexibility — and the 
responsibility — to tailor the board to the needs of the particular 
corporation would vanish. Instead, Congress would freeze the model 
for the board of directors at a point in time during which tremendous . 
changes are occurring in the boardrocm. And, by defining %«hat con- 
stitutes an acceptable standard, a statute may in effect, relieve the 
individual corporation of its burdens to show that it has substantively 
discharged its accountability responsibilities. I would anticipate 
that, as corporations wouJd rely more on government standards rather 
than their own initiatives, we would witness diminishing levels of 
diversity and innovation in addressing corporate accountability issues. 
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Yet, no pEoposals — including those which t advocate — can realisti- 
cally be viewed as providing the per£ect solution for all times. What 
%#e need, in my judgment, is to enhance private sector sensitivity to 
emerging public concerns and values and allow it the flexibility to 
respond accordingly. Legislation which solidifies a particular set of 
standards applicable to a Q)ecific time frame would frustrate, rather 
than encourage, this process over time. 

In short, this bill could well have the unfortunate effect of set- 
ting a norm or maximum rather than, as its proponents urge, a minimum 
standard. It would have the effect of diverting attention from efforts 
of individual ocnpanies and boards to discharge their responsibility 
to do whatever is necessary to make their boards effective and of 
focusing it instead on mechanical ocmpliance with the law. And, it 
it would have the effect of discouraging creative private sector 
responses to evolving public expectations of corporate accountability. 

For these reasons, I caanot support S. 2567 or other proposals 
to insert federal regulation into the boardroom. I urge this Sub- 
ccnriittee most strongly to consider the risk that federal encroach- 
ment into the corporate board structure would likely cripple, rather 
than strengthen, our private economic decision-making processes. 

SEC CX)RPORATE GOVERNANCE PROCEEDING 

Before discussing the specific provisions of the bill, I would 
like to describe the Cannission's corporate governance proceeding. 
Ihat effort, v^ich was begun in 1977, arose out of the Conr.iss ion's 
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re^xxisibility, in Section 14 of the Securities Exchange Act of 1934, 
("Exdiange Act") to regulate the mechanism i^y which shareholders parti* 
cipate in the governance of public cGopanies — the proxy solicitation 
process and related disclosure requirements. Ihe legislative history 
of that provision makes es^licit that Congress expected the Comnission 
to use this authority to ensure "fair corporate suffrage." Yet, events 
during the late 1960s and early 1970s raised concerns about the 2idequacy 
of the corporate accountability systeron 

The resulting proceeding included conprehensive hearings held in 
the fall of 1977 in Washington, D.C. , New York City, Los Angeles and 
Chicago. During these hearings, information was received from over 
three hundred individueds, shareholder organizations, corporations, 
academicians, self-regulatory organizations, law firms, bar organiza- 
tions, public interest groups, financial institutions, religious 
crganizations, and accountants and government officials. Thus, the 
full spectrum of views concerning the role of the federal securities 
laws in promoting corporate accountability were aired. 

The CGRinission decided to address the conplex issues raised in 
the proceeding in stages. The first two stages resulted in several 
amendnnents to the CGmmission's proxy rules. While ccmnentators at the * 
hearings disagreed as to whether there had, in fact, been a breakdown 
in corporate accountability, they generally agreed that a strong board 
of directors, able to exercise independent judgment, is a key to effective 
corporate accountability. Thus, the Ccnmission*s first rulemaking pro- 
ceeding was designed to provide shareholders, who were asked to give 
their proxy in connection with the election of directors, with increased 
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infonoBtion about the ooiposition, structurf and functioning of their 
boards of directors. After seme initial difficulties, which I'll discuss 
in a few minutes, the Ocximission ultimately adopted rules v^ich require 
disclosure about any personal or eoonomic relationships between directors 
and the oonpany or its management, as well as disclosure about the 
existence or non-existence of audit, nominating and oGRf)ensation cam- 
mittees. Thereafter, as a corollary to this increased disclosure, in 
1979, the Ccnmission adopted further amencbnents to the proxy rules, 
whidi, arong other things, permit shareholders to indicate individual 
preferences for director nominees and require that they be given a means 
to abstain on each matter to be voted on other than elections for office. 

Ihe Ccnmission also instituted a proxy monitoring project desigied 
to utilize the newly-required disclosure to discern changes in the 
oonposition, structure and functioning of boards of directors and stand- 
ing oGRmittees of the board. Ihe sample covered 1200 cocipanies repre- 
senting issuers traded on the New York and American Stock Exchanges, 
ITiSDAQ, regional exchanges, and over-the-counter. These statistics, to 
which I will be referring as I discuss specific provisions of the bill, 
are contained in the Coimission's Staff Report on Corporate Accountability , 
which was authorized for publication on September 4, 1980. The Staff 
Report, which provides for the first time a systematic look at emergLng 
issues and a thorough-going review of develc^Jnents to date, is the most 
recently conpleted phase of the Ccnmission 's corporate governance proceeding. 
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THE SHAREHOIiDERS' RIGBTTS ACT OF 1980 ! 

I now viouJd like to turn to ^)eci£ic pjpovisions b£ the legislation 
at hand. In discussing the bill, I also will discuss the dianges that 
have been oocuring in corporate boardrooms throughout the 1970s in the 
context of the provisions of the bill. 

Independence of Directors 

Tbe heart of the bill is its requirement r in Section 5, that a 
majority of a subject corporation's directors be "independent." The 
bill defines a series of relationships which will presurnptively render 
a director non-independent. TVfo interrelated questions are involved 
here: the wisdom of compelling corporations to include on their boards 
a majority of directors who are independent of management, and the ques- 
tion of whether an objective standard, such as a significant relation- 
ship with the compemy, can define the ability of a director to exercise 
independent judgment. 

I have spoken for a nurrber of years on the need to have at least a 
majority of directors on the board who are unencurnbered by any other 
business or financial ties (except for stock ownership) to the cor- 
poration. In fact, my own ideal board would exclude all who have 
dual links to the corporation except for the chief executive officer. 
There are a number of reasons why "outside" directors should be at 
least a majority of the board. First, the presence of directors who 
are not encumbered by financial dependence on the goodwill of incuRtent 
management compels management to justify its proposals to the board in 
a more disciplined and thojghtful v/ay. For exanple, I think that it is 
fairly obvious that the chief executive officer who is submitting to a 
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group of re^xxisible independent directors 4 management recGcnendation 
to launch a tender offer, to enbark on a ne^ line of business, to ini* 
tiate antitrust litigation against a ooapetitor, or to take SGne other 
major oocporate action is in a different position than the chief execu- 
tive %ihOf at the other extreme^ is asking a board ccwpo s ed entirely of 
his or her o»m subordinate officers to endorse the same management 
reoGnmendation. The type of discipline — the checks and balances — 
inherent in the process of persuading re^xxisible, knowledgeable, in- 
dependent directors is, in my view, ranch more likely to produce policies 
beneficial to the corporation, the econoray in vfhich it functions, and 
society as a whole than is the exercise of "convincing" one's subordi- 
nates. 

Second, directors from outside the corporation are "windows to the 
world" through which corporations can better understand , the expectations 
of society and through which the public can see what is happening in 
publicly-held corporations. Too often, the members of corporate management 
tend to share the same philosphy and the same outlook on the interaction 
between the corporation and the balance of society. VJhile I do not favor 
so-called constituency directors, outside directors with a broader outlook 
and different background and approach than management's can bring to the 
board's deliberations a valuable and need perspective. 

"Independent" directors are iirportant for a third reason. Our 
society expects that those who wield power over its well-being — and 
quite clearly that includes the directors and managers of our large 
corporations — be accountable in the exercise of that power. I-lany 
today are, however, skeptical — perhaps unjustifiably — concerning 
whether corporate decision-making is tenpered by a regard for the needs 
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and aspirations of society as a whole. In ^ judgment, independent 
directors who can help to restore that trust and thus to decrease 
the pressure for greater govemmsfital control over the activities 
of our private eooncxnic sector* 

AibLic trust results from the per c eption as well as the substance 
of corporate accountabili^. In this context, for example, it mi^t 
be difficult to distinguish the investment banter who sits on a board 
«d.th an eye to retaining a client from his counterpart who is motivated 
solely by the best interests of the corporation and its shareholders. 
It is not, however, appropriate to ground legislation in the appearance, 
rather than the substance, of a problem. 

Despite the inix>rtance I attach to director independence, it is 
irportant to bear in mind that it is not the sole determinate of a 
director's effectiveness. Persons vjho ate free of economic affiliations 
with the corporation, and independent in approach and tenperament, may 
make good directors. If, however, they lack the maturity and judgment 
a directorship requires, they will fail. Similarly, if they are un- 
familiar with business, unconcerned about the economic viability of 
the corporation, incapable of the give and take of compromise, or un- 
qualified in other respects, no degree of "independence" will make them 
successful directors. And, conversely, seme individuals who fail 
on the basis of an objective test of independence may, because of 
their other strengths or because of the unique needs of the particular 
corporation, make excellent directors. 
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The ii!{x>rtance of director indepenclenc^ has becGme widely recog- 
nized. In tact, as the statements of nuroerbus private sector groqps 
assert, and, indeed, as the statistics contained in the Staff Retxart 
and the surveys of others indicate, a general consensus has emerged, 
%4iich is held by most corporate executives today, that at least a 
majority of the board of directors should be confxsed of non-management 
directors. 

Nevertheless, I believe it would be a grave mistake to inpose this 
reguirenent statutorily. First, it would deprive corporations of the 
flexibility to examine their o»m needs and respond to them. Second, 
and even more dangerous, is the trend that I fear would develop, in 
response to a statutority inposed standard, to "shop" for directors 
who meet the statutory criteria of independence rather than to undertake 
the difficult task of determining whether a particular individual, in 
a context of a particular board environment, is likely, in fact, to 
exercise independent judgment. It is for this reason that I am parti* 
cularly troubled the irrebuttable presumptions which the bill would 
create concerning who will and will not be "independent." Ihe enforce- 
ment of these criteria would, of course, ensure that a majority of the 
board laclced any financial affiliation with the corporation. It would 
not, however, ensure that those selected as directors would disdiarge 
their duties in a truly independent fashion, that they had the strength 
of diaracter and conpetence which the directorship of a major corporation 
demands, or that they had the basis knowledge and talent necessary. 
Sirliarly, the bill would not permit the balancing of these factors in 
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in light of the needs of a particular cx)rpor^tion — if a director were 
not "independent" as defined, he or she would be absoiutiely precluded 
fxxsm menbership in the board majority. Indeed, the bill seems, in 
effect, to write-off those directors who are not "independent" with 
the inference that they may not be sufficiently competent or objective 
in representing the interests of the corporation and its shareholders. 
Over time, this judgment oouM prove self-fulfilling if these directors 
view their role as limited by statute or that sonehow they are less 
responsible in board affairs than their "independent" counterparts. 
On the v^x>le, I predict that the result would be less , rather than 
more, effective boards of directors. 

Based on the Commission's own atteropt to define director "in- 
dependence" for disclosure purposes, I believe that the list of 
disqualifying criteria in Section 5 of the bill would prove unwork- 
able. In 1978, the Ccnnission proposed, in the form of disclosure 
rules, to require issuers to label each of their director noninees 
according to whether they were management, affiliated non -management, 
or "independent." In that proposal, the Commission set forth a list 
of relationships which, if they existed would preclude the labelling 
of a noninee as "independent." 

Those commenting on the Coimission's proposal expressed concern 
that it placed too much emphasis on director business affiliations to 
the exclusion of information regarding other attributes, such as inte- 
grity, familiarity with the issuer's business, conpetence, and other 
factors not susceptible to objective determination which an effective 
director must possess. <ixifiientators also questioned whether the 
independence of a director can be ascertained solely from of his or 
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her affiliations with the OGopany. Most injportantly/ they noted that 
the oonoept of independence attempts to reflect a state of mind which 
is not suso^tible of neasureniBnt by reference to the existence or non- 
existence of certain relationships. If directors had to be selected 
solely on the basis of the absence of certain relationships, candidates 
might well be selected on that basis rather than their expertise or 
experience. In short , we cannot legislate "independence". As a colleague 
once wrote to ine: 

Artificial exclusionary prophylactic rules are 
no nore than band-aids for corporate ills. In 
the long run people of integrity and abili^ — 
neither of which can be legislated — will do a 
responsible job of corporate governance and 
people lacking integrity or ability will suffer 
to exist the evils we seek to eradicate. 

Ultimately, the Cannission determined that its labelling approach 
was unworkable and withdrew the proposed rule. Instead, the Ccninission 
determined to require that certain relationships between the director- 
nominee and the ooirpany be disclosed. Thus, shareholders can determine, 
on the basis of this information, whether the particular relationship 
affects the individued*s ability to exercise independent judgnent, and , 
even if there are such relationships, whether there are countervailing 
reasons to elect the nominee. I believe that the reasons which led the 
Connission to reject the labelling concept as a disclosure requirement 
are even more corbelling in the context of the present bill, which 
would use similar definitions to preclude absolutely certain persons 
from constituting the board majority. 
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In addition, there currently are oorpo|:ate accountability 
xnechanisnis in place which are causing boardis of directors to become 
izicreasingly independent. Peer pressure , disclosure, and discussion 
of this issue appear to be propelling a trend towards fewer board 
meiBb e r s with eoocxmic ties to the conpany. Ihus, legislation which 
mandated a majority of "independent" directors on the board may cause 
few dianges in most oonpanies. It would, however, encourage those 
who select directors to focus on compliance with the mechanics of 
the law rather than on the mach more difficult issue of how to struc- 
ture a board which, in the environment of the particular conpany, will 
be effective. 

Audit CCTTniittees 

The provisions of the bill dealing with audit ccranittees raise many 
similar concerns. Section 6 of the bill mandates an audit conmirtee 
composed solely of independent directors and lists the functions which 
the committee is to perform. 

As you may know, the Carmission and the ?tew York Stock Exchange 
have encouraged the establishment of audit conmittees ccniposed of 
non-roanagement directors since 1940. However, it was not until the 
late 1960s that a renewed interest in audit conmittees surfaced. The 
revelations of illegal and questionable payments by several hundred 
corporations in the mid 1970s also served to focus attention on audit 
committees. TSius, in the past decade, through the combined efforts of 
the Commission, the New York Stock Exchange, the accounting profession, 
and business and bar groups, the audit comittee has come to be seen as 
an essential component of an effective corporate accountability system. 
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The data fion the Ccnmission's proxy inc3|iitoring ppoject indicates 

that a significant majority — 85 percent -^ of cc3R|>anies have established 

such CQoinittees — an even hi^r percentage %#ould qualify if ne consider 

only those oonpanies which come within the bill's provisions. Thus, the 

audit oonmittee has OGme to be well accepted, as several noted CGnnentators 

testified in the corporate governance hearings. Indeed, the CcDinittee of 

Corporate Law of the American Bar Association's Section of Oorporations, 

Banking and Business Law stated in its vepact on overview coninittees of 

the board: 

Given its increasingly widespread use, the 
absence of an Audit CGnmittee may become a 
consideration in weighing whether or not the 
directors of a publicly held corporation have 
met the standard of care set forth in many 
state corporation laws. ^ 

Dius, little purpose would be served by mandating such committees. 

Attention now must shift to the question of what these audit 

cormittees are to do and whether they are doing it effectively. In 

this regard, there is no absence of guidance today. The accounting 

profession, bar groups, academics, as well as the Coninission, have 

prepared numerous bodclets, releases and reports setting forth their 

views on audit comittee functions. Ihe answer is not, however, a 

"laundry list" of functions that the "ideal" audit committee is to 

perform. Hie weakness in this approach is illustrated by the list 

provided in the bill. It excludes some accepted functions for audit 

oonnittees, such as reviewing the non-audit services performed by a 

cor:pany's independent auditor to determine their effect on independence. 



jy "The Overview Cormittees of the Board of Director's," 35 Bus. Law. 
1335, 1352-53 (1980). 
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I 
Moreover, it includes functions v^ich are often performed by other 

oomnittees. For exanple, the review of executive perquisites is often 

done by the oonpensation oonmittee. 

My point is not that the list in the bill ought to be expanded 
or contracted; it is that this sort of issue is one which sinply 
does not lend itself to the rigidifying effects of legisltion. While 
attention should be devoted to assuring that audit ccnmittees are 
effectively functioning, I do not believe that the answer lies in 
a mandatory checklist of functions. It is too easy to envision a rote 
response to a checklist of functions as opposed to a thorough evaluation 
of the functions each individual connittee is to perform- Ihe needs of 
one corporation will not necessarily be the needs of another nor will 
the appropriate needs or duties remain the same over tiine. 

The bill also attenpts to deal with the problem of independence 
of the members of the audit ccnmittee. Our proxy monitoring statistics 
indicate that 6.9 percent of the audit carmittees surveyed included 
an enployee of the issuer or its affiliates and 17.9 percent included 
persons having certain relationships with the issuer. V?hile I believe 
that the menbers of an audit coninittee should not be erployed by, or 
affiliated in any manner with, the issuer, the numbers alone do 
not tell us whether the ccmmittees are functioning effectively. More- 
over, as I stated previously, I do not believe, that the solution 
to the problem of ineffective audit cocimittees lies in legislating 
the independence of the ccmmittee members. Existing nechanisns, such 
as the !Jew York Stock Exchange's audit comittee rule, as v.'ell as the 
guidance set forth by private sector groups and peer pressure, will 
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pcoduoe the desired results without stultifying private sector initia- 
tive. . ■ i ' 
Shareholder Npndnations and Npndnating Ooninittees 

I*d now like to turn to one of the most difficult issues raised in 
both the bill and the Canmission's corpor a te governance proceeding — 
shareholder participation, and specifically shareholder ncniinations. 
Ohder state law, shareholders clearly have the right to nominate 
directors at the annual meeting and to elect the directors. However, 
the proxy solicitation process has ocrne to be, for many purposes, a sub- 
stitute for the annual meeting. Iherefore, unless shareholders have 
access to the proxy solicitation roateriads for the purpose of making 
-ncniinations, this right is virtually useless. 

^Ihere are, however, numerous practical problems in giving share- 
holders direct access to the issuer's proxy material for the purpose 
of making nominations for directors, as the present bill does. While 
the bill provides that, in order to present an individual for nomination, 
the candidate woulcl have to be supported by the holder or holders of 
one-half of 1 percent of the shares outstanding, it does not indicate 
how this provision is to interact with the Commission's authority under 
Section 14 of the Exchange Act. Moreover, it does not give the Connis- 
sion any rulemaking authority to resolve the practical ccmplexities 
which such a mechanism would produce. For exanple, the Commission's 
rules currently prohibit more than a small number of shareholders 
from banding together to influence proxy voting or to ''hold" securities 
without filing certain information with the Cormission. This potentially 
oould interfere with the ability of shareholders to join together to 
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) 
produoe the necessary one half of 1 percent hecessary to sixE^port a 

candidate under the bill. 

Hore broadly, the issue of sheureholder ncminations raises con- 
c^tual difficulties which are not easily solved. This is an area, 
I should note, that was explored in d^th during the corporate gover- 
nance proceeding without any obvious solution, coming to the fore. 
The Canmission's staff focused extensively on the issue of shareholder 
participation and shareholder noniinatiohs in its Staff Report on Cor- 
porate Accountability . While the staff concluded that the Coninission 
had the authority to adept a shareholder nonination rule — a conclusion 
most oonmentators shared — they also concluded that the growth of nomi- 
nating committees provided an opportunity for shareholder participation 
that should be esqplored prior to attenpting to deal with the numerous 
practical problems presented by a direct shareholder nomination rule. 

Fbr these reasons, the staff recommended that it monitor the 
establishment of nominating committees, and if companies do not continue 
to establish nominating conmittees or if such committees do not consider 
shareholder nominations, it would seek Conmission authorization to 
develc^ a rule requiring conpanies to adopt a procedure for considering 
shareholder nominations. Unfortunately, the 1979 proxy monitoring 
statistics indicated that only approximately 29 percent of conpanies 
disclosed that they had a nominating connittee, and only 78 percent 
of such companies indicated that their nominating conmittee considers 
shareholder nominations. I am encouraged, however, by the recent 
report of a survey by the firm of Heidrick and Struggles, Inc. that 
nearly half of the companies surveyed had nominating committees as 
compared to only 8 percent in 1976. 
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The nominating OGRinittee is potentially; the most significant channel 
for inproved corporate governance. Tbo often, in the past, the chief 
executive officer was the sole selector of candidates for the board of 
directors. Thus, many directors viewed themselves as serving at his or 
her sufferance — thereby vitiating any notion of independence. A 
nominating conmittee composed of directors free of any link with manage- 
ment can serve as an important means of institutionalizing the indepen- 
dence of the board of directors. Moreover, the nominating connittee 
can be the vehicle to deal more objectively with the tradeoffs between 
the benefits of management r^resentatives on the board and the costs 
of those representatives. More broadly, however, the most irportant 
responsibilities of the nominating committee should be to develop 
rarprocess to' assess" how well the board is f imctioning, to eveduate ■--. — 
the board and its menbers, and to select criteria for board candidates 
which mesh with the needs of the board. 

Nevertheless, while I wholeheartedly support the inportance of 
nominating committees to an effectively functioning board of directors, 
I cannot support legislation which would mandate their existence. For 
the reasons I articulated earlier with respect to the requirements con- 
tained in the bill for a majority of independent directors and £m audit 
ccraraittee, I believe that the imposition of this type of federal presence 
on the boardroom would be counterproductive. 

Other Provisions 

There is not the time today to discuss all the provisions of the 
Shareholders' Rights Act. I would, however, like to connent briefly 
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on two adkSitional provisions. Section 3, ooi^ceming the interaction 
of this legislation with state law and Section 4, concerning a direc- 
tor's duty of. care. 

Section 3 of the bill exenpts from all provisions of the Act, except 
Section 4, corporations governed by a state law that cc»itains require- 
ments "substantially similar" to those of the Act or which gives 
"greater protection and benefit to the shareholder." Since there is no 
indication of who will make this determination, I am concerned that pro- 
tracted and unproductive litigatioi on a state-by-state basis regarding 
each of the bill's provisions would result. 

Section 4 of the bill describes the duty of care which a director 
shall owe to the corporation, niis standard is taken directly from the 
Model Business Corporaticxi Act. While fewer than half of the states 
currently have such a standard of care in their corporations code, and 
thus for them the MBCA standard might represent a step tocvfard, the MBCA 
standard has been roundly criticized, especially in comparison to the 
California statute, which includes a duty of inquiry as part of its duty 
of care. This situation, I believe, illustrates one of the primary 
problems caused by a statutorily iirposed standard: while reasonable 
persons might agree that any director exercising due care would have a 
duty to inquire about the ccrpany's business affairs, some might argue 
that the failure to state explicity this particular duty in the statute 
indicates that the duty cannot be inposed. While the statute might 
represent the vanguard in thinking at the time it is passed, unless 
it permits judicial flexibility in administration, it will foreclose 
judicial responsiveness to developments in boardroom and director behavior. 
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CHMCES OOCCgqgHG TOCftY 

this last point must be stressed. l!here are tr^aerKbus changes 

J 
oocuring in boardrooms throughout the oountry today, and they should 

be encouraged to continue — rather than subjected to the inhibiting 

effects of federal legislation. Mhile I have described many of the 

changes already, I think it %ioulcl be helpful if I touch briefly on 

scrae of the less obvious ones. 

We all are aware of the increasing percentage of non-fnanageinent 
and unaffiliated directors and the establishment of audit and ncninating 
ccnmittees, but the irore subtle, yet potentially Bore irnportant, changes 
may go unnoticed. Many of these ch2uiges are not suso^tible to statis- 
tical analysis or review, but, based on anecdotal evidence and articles 
in the press, it appeeurs that there is a far-reaching shift in attitude 
on the part of boards individual directors. They are increasingly sen- 
sitive to their position and their responsibilities and less prone 
to let themselves be sinply a device to ratify the decisions of corporate 
management. Ihe establishment of board charters and job descriptions 
for directors, as well as an eirphasis on information flow to the board 
and the role of counsel, are an indication of the work being done 
today. I think it is fair to say that never in corporate history 
has more substantive attention been focused on the board of directors. 

While these changes may not be occurring as fast as sonie of us 
night like and while sane companies will no doubt be stragglers, it 
would be unfortunate if legislation introduced in the name of improving 
corporate accountability had the effect by stopping private sector 
initiative in its tracks. Our goal should be to change behavior not the 
law. 
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Moreo^^r, there are forces at work tod^y vMch ate> X believe » 

operating to accelerate the pace of change. First, the peer pressure 
resulting froro the statements of business and bar groups on the struc- 
ture and rde of board of directors have caused many boards to look hard 
at their own conposition and f unctiong. 

Second, the Coninission's disclosure rules concerning the board 
and director nondnees have made information bearing on these issues 
available to shareholders and groi9)s and individueds interested in 
corporate accountability. Similarly, in those instances where a 
more effective board appears necessary to prevent future violations 
of the federal securities laws, the Conmission has sought such relief 
in litigation or negotiated it in the context of settling enforcement 
matters. Where have such prophylactic relief appears appropriate, 
the Conmission has most often sought the establishment of an independent 
audit committee as the means of strengthening the board. In addition, 
both before and since I became its Chairman, the Conmission has 
occasionally published its views on directorial responsibilities 
in formal statements incident to the termination of enforcement 
investigations. While there are, of course, differences of opinion 
concerning the wisdom of Conmission involvement in board structure 
in the context of enforcement proceedings, it is clear that our 
actions in this area have stimulated thought and discussion out 
of which has cone inportant progress. 

Uiird, the state courts also one beginning to re-examine their 
obligations in this area. In recent cases dealing with application 
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o£ the standard of care and the business judgment ruler* state courts 
have begin to look much harder at director independence, existence 
of potentially conflicting econonic interests, the degree of director 
involvement, is the decision process. These concep t s permit state 
courts to recognize current development, including the increased 
presence of non-management directors and the growth of audit and other 
committees. 

Finally, the threat of legislation to bring about enhanced cor- 
porate accountability has had the salutory effect of goading private 
sector action. Therefore, while I can not support the bill before the 
Subcormittee today, I do not wish to understate the value of its proposal. 

cx3NCLtJSiON. „ . , ... :-\....:. 



In conclusion, Mr. Chairman and Menbers of th^ Suboomittee, I have 
severe reservations about the wisdom of legislation designed to regulate 
the corporate boardroom. I share with the sponsor of this bill a deep 
sense of the urgency of enhancing corporate accountability by assuring 
the independence of directors in their approach to their duties and 
boards. I cannot, however, conclude that the enactnent of this 
bill won la promote those ends — it might well retard theni. 

I would be pleased to answer any questions which the menbers of the 
Subcomittee nay have. 

Senator Sarbanes. Senator Lugar? 

Senator Lugar. Dr. Williams, I appreciate the point you have 
made. I have been reading through the statement. About page 10, 
and elsewhere, that independence is a very important criteria. 

DIRECTORSHIP QUAUTIES 

But it seemed to me you stress on a number of occasions that 
independence ought not be the sole determinant of a director's 
effectiveness. 

Mr. WiLUAMS. That's right. 

Senator Lugar. That maturity and judgment, and then I suspect, 
as you point out, some expertise, something that can be offered, 
re^ly are tremendously valuable aspects, too. 

I appreciate those thoughts as a balanced view of this because 
clearly one of the thrusts of this hearing is how we find people who 
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will bring a better ethical content to these decisionmakings, so 
there won't be conflicts of interest. 

At least in my business experience, an equally difficult problem 
is to attract persons who have extraordinary expertise or really 
something to offer to the business to come into directorships to 
begin with. This is often hazardous duty in our society. 

Mr. Williams. Increasingly. 

Senator Lugar. Perhaps for good reason, but on the other hand, 
maybe just part of the times, filing suits, engaging in litigation, 
having high expectations for their returns from the business as 
well as conduct of the business. 

I think the usefulness of this hearing is to explore, bring into the 
sunlight the whole problem of how do we nominate, do we identify 
persons who are capable to make certain that our large corpora- 
tions and pools of capital in our country that are scarce are best 
managed? 

Now, independence is helpful in that respect. High ethical con- 
tact is of the essence. But clearly something more is needed. We 
could have, as 1 think you stress, a great number of good people in 
a moral sense sitting around the board table who might lead a 
corporation to bankruptcy, with vast dislocation for employees who 
are then unemployed, for communities who are destitute, and what 
have you. 

That is a very serious responsibility all by itself. 1 hope that we 
continue to focus on that as you have. 1 commend you and take 
this opportunity simply for your own service in this respect during 
your tenure. 

Mr. Williams. Thank you. 

Senator Sarbanes. Senator Metzenbaum? 

Senator Metzenbaum. 1 have no questions. Nice to have you. 

Mr. Williams. 1 would be delighted to return. 1 need to be on my 
way to the west coast. But this to me, like 1 say, has been one of 
the most important areas 1 have committed myself to. 

If 1 can add supplemental testimony or anything, 1 would be 
delighted. 

Senator Sarbanes. Mr. Chairman, it's clear that your own efforts 
and those of others have led to an improvement in the standards in 
the area even without legislation. We are really addressing the 
question of whether legislation now, to what extent legislation 
would further that process and what its implications would be. 

But 1 think it is correct that there has been increasing account- 
ability. And that is in part reflected by I think not only your 
efforts, but those of many in the community, those both who in a 
sense have been on the attack and those who in a sense have been 
on the defensive. 

Well, we know that you have another pressing engagement. We 
appreciate your coming. We appreciate the testimony. 

Mr. Williams. Thank you. 

Senator Sarbanes. We will now proceed to a series of panels. 
First we would like to have Mr. George C!oombe, executive vice 
president and general counsel, Bank of America, and chairman of 
the Business Roundtable Steering Committee on Corporate Respon- 
sibility, come forward, please. I understand you are going to be 
joined by Mr. Norris. 
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STATEMENT OF GEORGE W. COOMBE, JR, EXECUTIVE VICE- 
PRESIDENT AND GENERAL COUNSEL, BANK OF AMERICA, 
AND CHAIRMAN, BUSINESS ROUNDTABLE STEERING COMMIT- 
TEE ON CORPORATE RESPONSIBILITY, ACCOMPANIED BY 
WILLIAM C. NORRIS, CHIEF EXECUTIVE OFFICER, CONTROL 
DATA CORP. 

Mr. CooMBE. I think so, Senator. 

Senator Sarbanes. Mr. Norris, chief executive officer of Control 
Data C!orp. 

Gentlemen, we are please to have you here. Do you have a 
particular order in which you would like to proceed? 

Mr. CooMBE. Mr. Chairman, I think Mr. Norris would like me to 
proceed for just a few moments. Then he will join in at that time. 

Senator Sarbanes. Fine. 

Mr. CooBfBE. First off, on behalf of Business Roundtable, Senator 
Metzenbaum, I am delighted you are here and you, too, Senator 
Lugar. Because this is, I think, a very timely and nelpfol forum for 
all of us. There are many friends in the audience who have dis- 
cussed this matter, Mr. Chairman, over the last decade or two in a 
variety of fora. 

I think it is helpful to realize this is only the most recent point of 
reference with regard to this important topic of corporate gover- 
nance. We have exchanged insights on behalf of the Roundtable 
with respect to large corporate stockholder propositions at cmnual 
meetings. We have talked about this in the context of SEC propos- 
als. We have held seminars throughout the country, indeed 
throughout the world, to address the problems. 

We have addressed it in the context of the Foreign Practices Act 
and its aftermath, and most recently of course, very interesting 
proDOsals advanced by Senator Metzenbaiun. 

Tne statement of the Business Roundtable in opposition to 
S. 2567, 1 believe will speak for itself, Mr. Chairman. 

Senator Sarbanes. We will have that included in the record. 

[The complete statement follows:] 
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statement on Behalf of The Business 
Roundtable in Opposition to S. 2567 

The Business Roundtable appreciates this 
opportunity to manifest its opposition to S. 2567 in 
response to the invitation of the Securities Subcom- 
mittee, Senate Banking, Housing and Urban Affairs 
Committee. The Business Roundtable is an association 
of business executives of more than 190 companies, 
practically all of which are publicly held. These 
executives examine selected public issues that 
affect the econony, develop positions on the issues 
which reflect sound economic and social principles, 
and make these positions known to the public and 
to government. Established in 1972, The Business 
Roundtable was founded in the belief that business 
executives should take an increased role in the con- 
tinuing debates over public policy. The Business 
Roundtable 's headquarters are at 200 Park Avenue, 
New York, New York 10017. 
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INTRODUCTION 

S. 2567, the so-called "Protection of Shareholders' 
Rights Act of 1980", %iould mandate federal standards per- 
taining to certain aspects of corporate governance with 
attendant federal prescription of rigid underlying gover- 
nance mechanisms; encourage shareholder litigation in the 
federal courts to enforce those standards; and effect their 
application through arbitrary corporate classification.^ 
Further, the bill would add yet another layer of federal 
standard setting and enforcement to existing. federal and 
state legislative and regulatory constraints upon corporate 
conduct, introduce unnecessary duplication and confusion 
to existing systems of corporate accountability, and 
seriously impede flexible corporate response now encouraged 
by SEC initiatives. 2 

The Business Roundtable is opposed to S. 2567: The 
bill advances simplistic solutions to problems already 
under constructive analysis, and its underlying premises 
evidence an absence of understanding of conteiqporary 
corporate governance principles and attendant public 
expectations of corporate conduct. 
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I. ENACTMENT OF S. 2567 IS UNNECESSARY IN LIGHT OF 

EXISTING LAW AND CONSTRUCTIVE CORPORATE RESPONSE . 
Appraisal of any legislative proposal should be 
preceded by careful consideration of the necessity 
underlying its enactment. S. 2567 purports to support such 
necessity by allegations of certain "Findings and Purposes" 
(Sec. 2). The essence of such "Findings and Purposes" is 
that "our nation" is presented with a "serious problem" 
because of "corporate misconduct",^ "a weakening of the 
shareholder's voice" and "the failure of boards of direc- 
tors to exercise adequate supervision and independent 
judgment".^ It is submitted, however, those allegations 
are factually miscast, disregard contemporary corporate 
governance reality, and totally ignore a broad range of 
existing legislative and regulatory constraints upon 
corporate conduct. 

(a) The Allegations are Factually Miscast 

No "serious problem" of contemporary "corporate 
misconduct" exists in this country; the voice of the 
shareholder has been strengthened, not weakened. 
Further, there is no indication that directors fail 
to discharge their responsibilities diligently and 
independently. 

Our nation does have serious problems pertaining 
to corporations. But those problems do not involve 
corporate misconduct or any inherent weakness in 
obrporate governance mechanisms. Rather, they 
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include steadily declining productivity, an absence 
of capital investment incentives, antiquated plant 
and equipment, inflated costs, and stifling govern- 
ment regulation. Contemporary corporate transgressions 
evidencing alleged weakness in corporate governance 
are not apparent to the objective observer. Past 
transgressions have been addressed, emphatically and 
well, by applicable statutes and regulations and, 
when necessary to meet a clearly defined problem, 
by discreet legislation such as the Foreign Corrupt 
Practices Act.^ 

More than two years ago, "68 Americans from 18 
states and the District of Columbia, met for three 
days at Arden House, Harriman, New York, in the Fifty- 
Fourth American Assembly to consider Corporate Gover- 
nance".^ Those attending "represented various pursuits 
and vie%ipoints: from commerce, finance and industry, 
labor, foundations, higher education, communications, 
government (federal and state in legislative and 
executive branches), from the legal profession (bench 
and bar), from the military profession and from civic 
organizations".^ The Assembly Final Report contained 
not a single finding of contemporary "corporate 
misconduct". Further, the participants called for a 
continuation of change in corporate governance, 
voluntarily achieved and without legislative constraints: 
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"Corporations muist respond to the needs 
and the expectations of shareholders 
and other claimants r such as consumers, 
employees, and the community. Our 
priority is for private solutions that 
meet public needs, without sacrificing 
essential flexibility and freedom for 
the enterprise. In the long run, 
profit and social responsibility are 
con^atible."^ 

An objective observer would be hard pressed to 
conclude "corporate misconduct" presenting a "serious 
problem" to our nation has occurred during the inter- 
vening period since that Assembly Report issued. 
Indeed, a carefully drafted Report of the Advisory 
Committee on Corporate Governance appointed by 
Senator Metzenbaum, sponsor of S. 2567, fails to 
identify any such alleged problem.^ And, a Subcommittee 
of the Advisory Committee, "which again included 
persons with wide but differing experiences in the 
corporate community", reported that it was unable 
even to reach a consensus concerning the need for 
any corporate governance legislation.^^ 

Most recently, a Briefing Paper: Staff Report 
on Corporate Accountability prepared by the Staff of 
the SEC Division of Corporation Finance^^ presented a 
comprehensive summary and analysis of corporate 
governance issues following extensive Commission 
hearings. Commission reexamination of its rules 
relating to corporate governance and receipt, of infor- 
mation and opinion from hundreds of "individuals. 
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shareholder organizations r corporations r academicians , 
self-regulatory organizations r law firms, bar organiza- 
tionsr public interest groups, financial institutions, 
religious organizations, accountants and government 
officials".^^ The Report identifies no element of pen- 
temporary "corporate misconduct"^^ and provides a 
thoughtful insight to the alleged need for corporate 
governance legislation: 

"The staff concludes that in view of the 
substantial evidence concerning changes 
in the board of directors of many com- 
panies, and the Commission *s existing 
authority to encourage shareholder 
participation, it is premature at this 
time for the Commission to determine 
whether to recommend or supbort federal 
legislation in this area."^^ 

(b) The Allegations Disregard Contemporary Corporate 

Governance Developrcnta 

The "Findings and Purposes" alleged reveal no 
understanding or appreciation of the dramatic evolu- 
tion in 'corporate governance mechanisms and attendant 
private sector initiatives over an extended period. 
That evolution has assured continuous strengthening of 
corporate accountability through increased reliance 
upon non-management directors, an effective board 
committee system, expansive use of independent audit, 
nominating, public policy and compensation committees, 
practical recognition of the right of shareholders to 
participate in the corporate electoral process, adop- 
tion of corporate codes of conduct, a significant 
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emphasis upon viable corporate legal compliance mechanisms » 
andr perhaps most important o£ all, pervasive corporate 
disclosure. ^^ 

The following specific actions encouraging such 
purposeful change reeinphasize the conclusion that 
legislation such as S. 2567 is unnecessary: 

1. SEC amendments to the proxy rules related to 
shareholder communications r shareholder partici- 
pation in the corporate electoral process and 
corporate governance generally; ^^ 

2. The Foreign Corrupt Practices Act require- 
ments for effective internal corporate accounting 
control ;^^ 

3. The New York Stock. Ex change audit commit- 
tee policy for listed companies; ^^ 

4. The American Law Institute Project on 
Corporate Governance ;^^ 

5. Amendments to the Model Business Corporation 
Act pertaining to the duties and responsibilities 
of corporate directors; ^^ 

6. The Corporate Director's Guidebook and the 
Report on Board Overview Committees prepared by 
the ABA Corporationr Banking and Business Law 
Section ;^^ 

7. The Statement of the Business Roundtable on 
the Role and Composition of the Board of Directors 
of the Large Publicly Owned Corporation;^^ 
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8. Pinal Report of the Pi£ty*Pourth American Assembly; ^^ 

9. The ALI-ABA Conferences on Corporate Governance 
and Accountability in the 1980 's.^^ 

The constructive and pervasive nature of change 

in corporate governance resulting fron these and 

other recent actions has been acknowledged by the 

Advisory Committee on Corporate Governance: 

"Statistical evidence indicates that the 
incidence of ' indeperKJent' directors on 
the boards of publicly held corporations 
(especially larger ones) ^nd audit and 
nontinating corunltteea constituted large ly» 
if not wholly, of 'independent' directors 
is mounting steadily* • ."^^ 

Againr the SBC Staff "drawing on information about 

1200 boards of directors generated by the Commission's 

first large scale survey of corporate proxy disclosure 

practices" reports that: 

"a general consensus has emerged with 
respect to the composition and struc- 
ture of boards of directors -<- at least 
a majority of the board independent of 
* management with effectively functioning 
audita compensation and noniinating com- 
mittees. The composition of the boards 
of surveyed issuers is somewhat consistent 
with this consensus. For example the 
data indicates that only approximately 
19 percent of the responding issues have 
boards on which a majority of the directors 
are employed by the issuer or one of its 
affiliates. "26 

Considerable insight regarding evolving change 

and contemporary reality can be obtained from two 

additional points of reference: a joint New York Stock 

Exchange - American Society of Corporate Secretaries 

Survey of Corporate Boards, Structure and Consposition^^ 
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and a Shareowner Attitude Survey conducted for the 

Business Roundtable by Opinion Research Corporation.^^ 

The former summarizes significant change in every 

element of corporate governance enumerated above with 

attendant strengthening in corporate accountability.^^ 

The Survey conducted for The Business Roundtable, 

"based on 1506 interviews with a nationwide sampling 

of individual shareowners of the country's publicly 

held companies", ^^ also confirms the integrity of the 

corporate effort to assure meaningful change in 

corporate governance. 

"1. On balance, American shareowners 
today express basic satisfaction with 
the job being done by boards of 
directors of companies in which they 
own stock. 

2. The present procedures used for 
nominating directors are viewed by 
seven in ten shareowners as fair and 
just to them as ov/ners.""*^ 

(c) Thg Allegations Totally Ignore a Broad Kan^ e 
of Existing Legislative and Regjjlatory Cpn- 
sjLraints Upon Corporate Conduct 
Implicit throughout the bill's "Findings and 
Purposes" is that federal legislation pertaining 
directly to a corporation's structure and governance 
mechanisms is requisite to "significantly improve 
corporate behavior and performances without 
impairing efficiency and imposing excessive -govern- 
mental regulation". ^2 sy^h implicit conclusion fails 
to recognize the import of state incorporation 
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codes r federal and state legislation and regula* 
tion mandating specific corporate response to 
identified social and environmental problems (equal 
employment opportunity; product safety; environmental 
protection; antitrust; occupational health and safety; 
employe benefits; labor relations), and the prolifera- 
tion of SEC rules and regulations expressly directed 
to the continuing improvement in corporate governance 
and the effectiveness of underlying governance mechanisms .^^ 

The addition of yet another federal enactment 
establishing rigid and mechanistic rules to prescribe 
the governance of corporations would inhibit seriously 
the desired flexibility necessary to address public 
expectations of corporate accountability. Any reason-^ 
able observer might conclude # in light of the pervasive 
nature and extent of existing governmental constraints 
upon corporate decision-making, the primary problem 
for address is legislative and regulatory reform. 
Thus, S. 2567 appears contrary to the extensive regula- 
tory reform effort undertaken by the 96th Congress. ^^ 

The obvious constraints upon corporate behavior 
mandated by discreet legislation aside, understanding 
of the existing practical and legal effect of state 
corporation codes and SEC regulation upon corporations 
and their managers provides, in turn, appreciation of 
the adverse implications inherent in S. 2567. Since 
the founding of our nation, private corporations have 
been creatures of state law.^^ Periodically, during our 
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history (and usually responsive to allegations of 
corporate transgressions) proposals have been advanced 
for the federal chartering of corporations or, as S. 2567 r 
for federal prescription of corporate governance. All 
have been rejected. In some instances, discreet 
legislation or regulation has been fashioned to address 
the underlying problem perceived. In others, corporate 
conduct has been mandated by the broad reach of social 
or economic reform. ^^ 

Throughout, however, the Federal Congress has 
recognized the need to disassociate economic and 
political power, to avoid untoward implications of a 
"corporate state" and to assure continuing recognition 
of federalism and its underlying principles. ^^ Accordingly, 
the Federal Congress manifested an early appreciation 
of the important role of the states in the governance 
of private corporations and the role of state courts in 
the interpretation and application of governance 
principles. That appreciation continues, and for good 
reason: evolving principles of corporate law, ongoing 
state appraisal of incorporation codes, and judicial 
oversight of code application permit purposeful and 
practicable consideration of every aspect of corporate 
governance regardless of a corporation's size, the 
location of its operations or the nature of it's 
business activities. ^^ The role of state regulation in 
promoting corporate accountability, with particular 
emphasis upon state codification standards underlying 
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director duties and responsibilities and recent judicial 
developnents concerning application of the business 
judgment rule^ is an important reference point in the 
SEC Staff Report. ^^ 

SBC oversight and regulation provide the second 
existing meaningful and flexible alternative to 
inhibiting and inflexible federal legislative mandates 
such as S. 2567. The Securities Laws provide the most 
constructive governmental alternative: disclosure. ^^ 
SEC disclosure initiatives have encouraged voluntary 
change in corporate governance. ^^ The SBC Staff Report 
details the scope and effect of that change derived in 
large part from Commission's efforts over the past sev* 
eral years. ^^ There is no reason to believe Commission 
initiatives will abate. TO the contrary # the Commission^ 
and its Chairman » have stated that the private sector 
should be given reasonable opportunities to develop 
meaningful response to Commission and public expectations 
with the clear understanding Commission monitoring and 
appraisal of that response will determine the need for 
future action.*^ 
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II. EACH CORPORATE GOVERNANCE MECHANISM PROPOSED BY S. 2567 
ALREADY IS THE SUBJECT OF ENFORCEMENT > APPLICATION ^ OR 
REVIEW BY STATE LEGISLATURES, COURTS, THE SEC AND 
CORPORATE BOARDS . 

The absence of any necessity £or mandated federal 
prescription, in any of the several governance areas sought 
to be addressed by S. 2567, becomes readily apparent when 
those prescriptions are placed within the context provided 
by existing state legislation, evolving judicial interpreta- 
tion and application of that legislation, SEC disclosure 
initiatives, and voluntary corporate response. Each has 
been considered in a variety of forums .^^ Some have 
been rejected as governance objectives by shareholders 
and commentators alike. ^^ Others continue to be examined 
constructively within a flexible environment encouraged by 
SEC disclosure. ^^ Consideration of the major prescriptions 
advanced by S. 2567 follows* 

(a) Duties of Corporate Directors 

Sec. 4 would enact into federal law a standard of 
director conduct already in existence, fully operative 
under state incorporation codes, and subject to 
evolving court interpretation and application over an 
extended period. That standard, or its equivalent, 
contains long-accepted fundamental precepts derived 
from common law principles applied by state courts 
and reflected in state codification efforts .^^ Indeed, 
the very language of Sec. 4, incorporating the affirma- 
tive standard of director conduct enunciated by the 
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American Bar Association Section of Corporation, Banking 
and Business Law in its Corporate Director's Guidebook r^^ 
derives fron the continuing effort of the Section's Con- 
mi ttee on Corporate Laws to develop and monitor the Model 
Business Corporation Act, adopted in substance in 25 
states and followed, generally, in all. The Act's provi- 
sions embody the collective judgment of experienced corpo- 
rate la%iyers and academicians throughout the United States. 

State codification of director duties and respon- 
sibilities, together with decisional authority, provide 
a comprehensive, evolving body of law, uniformly applicable 
to director conduct. ^^ Further, the continuing effort of 
state legislatures, the courts and the legal profession 
to effect legal change in light of public expectations 
of corporate conduct assures a reliable and flexible 
address of such matters, a development most recently noted 
in the SEC Staff Report. 50 

Accordingly, iteration in federal law of Model Act 
Section 35 is totally unnecessary, whether viewed as a 
means to reflect legal standards already uniformly and 
consistently applied, or as encouragement for the 
institution of lawsuits in the federal courts to 
interpret and apply those standards. Analysis and 
understanding of the existing system of enforcement 
of director standards of loyalty and care pursuant 
to state laws compel the conclusion that interjection 
of the federal government and court system can only 
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confuse constructive state efforts to address this 
inqportant corporate governance mechanism, 
(b) Independent Board of Directors 

Sec. 5 attempts to mandate board independence 
through creation of a board majority attained by 
exclusion of director candidates^ otherwise fully 
qualified, who fail the bill's five-point definitional 
criteria. The expressed assumptions underlying the 
alleged need for application of those criterisr i.e., 
"to improve the effectiveness of the board , and to 
insure the credibility of the affected corporation's 
accountability process", ^^ reflect an absence of 
practical understanding of corporate governance, generally, 
and the extensive history associated with proposals 
seeking to assure election of "independent" directors. 

That history reflects consideration of such 
proposals as early as the 193 O's. Since then, ideas 
advancing governance mechanisms to achieve board 
independence have been manifested primarily through 
shareholder and SEC rule proposals. ^^ Some, such as 
Sec. 5, have sought to define "independence" in terms 
of the individual's relationship to the corporate 
entity. ^^ Others approach the matter by attempting to 
create director categories through definition (see 
below), limiting director qualification for service, 
generally, or on certain board committees in light 
of the particular category applicable to a given 
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individual. None has found acceptance by shareholders r 
objective analysts, or the SBC for the several reasons 
hereinafter detailed. ^^ 

However, two important conclusions in this regard 
have emerged from extensive corporate governance debate: 
to the extent practicable, corporate boards should con- 
sist of a majority of outside or iion*p:ian«geinertt directors i^^ 
and corporate disclosure mechanisms most effectively 
inform shareholders of the strength and independence of 
director nominees. ^^ Thus, self-regulatory organizations, 
such as the New YorK Stock Exchange, and informed busi- 
ness leadership, such as The Business Roundtable, have 
supported, strongly and consistently, the evolving trend 
toward board structures based on a majority of outside 
directors. ^"^ That trend also is reflected in settlements 
and consent decrees manifesting the views of shareholders 
and the SBC as parties plaintiff challenging corporate and 
director conduct. ^^ Further, this trend is confirmed by 
a number of corporate surveys^^ and, most recently, by 
SEC Staff Report. ^0 

Significantly, the SEC withdrew a 1978 rule 
proposal requiring categorization in proxy statements 
of director nominees based on certain tests of 
affiliation.^^ And, responsive to concerns over the 
misleading and artificial nature of the entire 
"labeling" approach to director independence, the 
reality that "independence" is a personal quality. 
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and the likely adverse effect upon board membership r 
the SEC has urged corporations to avoid the labeling 
of director nominees. ^^ 

Compliance with the bill's criteria would require 
wholesale revision in board composition without atten- 
dant benefit to shareholders r the public r or the corporate 
governance system. Indeed, it would inhibit seriously 
the ability of corporations to identify qualified 
director candidates. The correct approach is that 
chosen by the SEC: increased disclosure. ^^ The correct 
response is that increasingly manifested by the corporate 
community: a majority of able, outside or non-management 
board members sensitive to the expectations of share- 
holders and the public. ^^ 
(c) Audit and Nominating Committees 

Sections 6 and 7 mandate Board Audit and Nominating 
Committees with specified functions and composed 
exclusively of directors meeting the bill's definitional 
test of "independence".^^ Again, the bill insists upon 
detailed governance mechanisms rather than the useful 
alternatives already evident: increasing reliance upon 
the board committee system as a sine qua non of corporate 
governance, corporate recognition of the need to assure 
director independence in board oversight of the corporate 
auditing and nominating functions, and constructive 
response to New York Stock Exchange^^ and SEC initiatives 
pertaining to these matters. ^^ 
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An independent and strong board audit committee 
has been recognized for an extended period as a critical 
governance mechanism. ^^ Corporate response to that 
recognition, voluntarily initiated, is reflected in 
several objective surveys of corporate structure. ^^ 
The evident trend has been accelerated by the New Yoric 
StocK Exchange audit committee policy for listed 
companies^^ and the practical import of the internal 
corporate accounting and control dictates effected 
by the Foreign Corrupt Practices Act.^^ 

Further, the board committee system, and partic- 
ularly the desirability of strong and independent 
auditing and nominating committees, has received 
increasing SEC attention. ^^ The Commission, in with- 
drawing its proposals for mandated corporate standards 
and mechanisms responsive to the Foreign Corrupt 
Practices Act, reemphasized its long-standing preference 
for the encouragement of private initiatives in light 
of substantial progress already underway. ^^ The more 
recent SEC Staff Report reflects an appreciation 
of those initiatives: 

"The audit committee today has become 
so well established that any cortpany 
which has chosen not to establish 
such a committee, composed solely of 
directors independent of management, 
should weigh careEulIy the costs of such 
a decision in terms of liability and loss 
of control against the reasons, if 
any, for not establishing an audit 
committee. In addition, companies who 
have established audit committees should 
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ensure that they are functioning effec- 
tively. For its part, the staff 
recommends that the Commission should 
continue to monitor the trend of estab- 
lishment of audit committees and strive 
to obtain such committees in appropriate 
enforcement cases. While the staff does 
not believe that an audit committee rule 
is necessary at the present timer due 
to the significant percentage of com- 
panies that have established such 
commit tee Sr it will return to the 
Commission with further recommendations 
if the trend in establishment of such ' 
committees does not continue or if it 
appears that further guidance with 
respect to the functions of audit 
committees is necessary."'^ 

Hersr too, SEC rule proposals mandating corporate 
disclosure of specific audit committee functions were 
withdra%m in recognition of responsive commentary 
manifesting the desirability of further voluntary 
initiatives permitting corporations to address the 
audit committee function in a flexible manner reflecting 
individual corporate needs and objectives. ^^ 

The foregoing observations apply equally to the 
bill's nominating committee mandate. ^^ And, again^ the 
SEC recently has placed the matter in meaningful 
perspective. The Commission Staff Report provides a 
reflective commentary on corporate opportunities for 
constructive use of the nominating committee and the 
intention of the Staff to monitor continuing corporate 
initiatives to assess the adequacy of voluntary dis- 
closure of "information about the criteria and pro- 
cesses for director selection". ^^ Accordingly , the 
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prescription Mandated by S. 2567 is unnecassary and 

undesirable in light of continuing r voluntary corporate 

action* 

(d) Shareholder Neiinations 

Sec. 8 of the bill prescribes and mandates so- 
called "Shareholder Democracy" r i.e., the right of the 
shareholder to use the corporate proxy machinery 
for the purpose of advancing director nominations.^^ 
This idea, carefully reviewed and discussed for more 
than a decade and the subject of numerous shareholder 
proposals by special interest groups, has failed to 
attain significant support from shareholders, corporate 
observers or the public. ^^ Such failure is understandable 
in light of the false premise upon which the proposal 
rests: the alleged analogy between political and 
economic democracy. 

There is a complete absence of evidence that 
shareholders or the public accept arguments insisting 
corporations should be restructured to reflect 
politically democratic models. And for good reason: 
political models are irrelevant to corporate organiza- 
tions having, as their principal function, the effective 
creation and distribution of goods and services and 
subject to market discipline and the numerous legal 
constraints previously cited. ^^ 

Sec. 8 represents an obvious rejection of less 
costly and complex voluntary initiatives by many 
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corporations to have the nominating committee receive 
shareholder recommendations for board consideration of 
director candidates. This is precisely the practical 
approach suggested in the SEC Staff Report. ^^ As 
noted, shareholders, when offered the opportunity to 
address proposals advancing "Shareholder Democracy" 
ideas similar to those set forth in Sec. 8, consis- 
tently have rejected them. They appreciate fully 
the evident intentions of the proposal sponsors: the 
introduction of extraneous political issues into the 
corporate electoral process and exploitation of the 
self-appointed ends of corporate critics, far removed 
from the well-being and legitimate economic goals of 
the enterprise itself. ^^ 
(e) Cumulative Voting 

Sec. 9 of the bill mandates cumulative voting 
for the corporate director electoral process.®^ This 
proposal, too, has an extended history, is permitted 
by a number of state corporation codes, has been 
advanced repeatedly by corporate gadflies, but has not 
generated significant shareholder suppbrt. 

Shareholder refusal to adopt cumulative voting 
proposals advanced pursuant to the SEC proxy rules^^ 
manifests a reasonable conclusion that proportional 
minority representation on corporate boards would 
not result in the advancement of shareholder interest. 
Rather, here, too, the primary interest concerned is 
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that o£ special interest groups readily identified 
and rejected by most shareholders. 

Ffost objective observers continue to believe 
cumulative voting could result in the election of 
directors elected solely because they represent partic- 
ular interest groups. Directors %fho see their primary 
role as furthering the narrow interest of special 
groups would be unlikely to receive the confidence 
and cooperation of their board colleagues. At best# 
special interest directors could be expected to func- 
tion ineffectively. At worst, they could inhibit 
the operations of the board as a whole, because their 
very presence on the board might discourage full and 
free discussion of corporate matters. Cumulative 
voting also could be used as a device to facilitate 
corporate takeovers.®^ 

The board of directors must continue to administer 
oversight function for the benefit of all shareholders 
and, to that end, should be allowed to perform its 
duties without the encumbrance of cumulative voting 
mandated by federal legislation. 
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CONCLUSION 

The Business Roundtable believes S. 2567 Is unnecessary 
at this time In light of the efforts, above detailed, to 
Improve corporate governance and assure corporate account- 
ability. Earlier problems associated with corporate conduct 
have been Identified and addressed In keeping with public 
expectations. 

Further, S. 2567 would mandate mechanistic. Inflexible 
prescriptions for alleged problems requiring sensitive 
appreciation of the entire corporate decision-making pro- 
cess. Voluntary corporate action, together with constructive 
corporate response to SEC disclosure Initiatives, address cor- 
porate governance matters In a far more constructive fashion. 
Those constructive alternatives should be encouraged. 

Chairman Williams of the SBC has expressed, succinctly, 

the heart of the matter: 

"While some apparently believe that 
legislation Is the key to reform, I 
am concerned that federal encroach- 
me.nt Into the board room would likely 
cripple rather than strengthen Its 
functioning."^® 
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Mr. CooMBE. Thank you. However, at this time, I would state 
after listening to a very effective presentation by Senator Metzen- 
baum, that I believe I would disi^gree with his conclusion in the 
light of the several premises to which he referred. 

DISAGREEMENTS 

First, I do not believe, Senator, that there exist today the kinds 
of problems that necessitate the type of legislation as constrained 
as it is, that require Federal attention to a subject matter that 
from my observation is being properly addressed voluntarily by the 
private sector and through the force of law in both State and 
Federal courts. 

Second, I do not agree that merely absence of crises should 
encourage all of us to look toward the requirement of l^islation 
and drafting of that legislation in order to obviate the possibility of 
some upset in the future. 

Finally, I think I disagree with you. Senator, with respect to the 
intensity and sincerity and integrity of the voluntary evolutionary 
process that is underway. I think it is far reaching. 

I agree with Chairman Williams, that that evolutionctry process 
must continue and it will continue. It's gsdned very important 
momentum. It's manifested in a variety of ways. It's preoccupied 
the attention of boardrooms and chief executive officers. 

And certainly speaking today on behalf of the Roundtable, I can 
assure you. Senator, most emphatically, that the Roundtable con- 
tinues to emphasize the input of the ideas contained in your pro- 
posed le^laton, while at the same time, opposes the necessity of 
that legislation itself. 

With those remarks, Mr. Chairman, I think I am going to turn 
the microphone over to Mr. Norris. 

Senator Sarbanes. Mr. Norris. 

Mr. Norris. Mr. Chairman, members of the subcommittee, I 
appreciate the opportunity to testify on the Protection of Share- 
holders' Rights Act of 1980. 

I understand the concerns about corporate governance which 
have led to preparation of this bill. There are too many people who 
believe, to one degree or another, that business is predatory, rapa- 
cious, and indifferent to societal needs. 

This attitude toward business is a serious matter and needs to be 
dealt with, not through legislative constraints on business, but 
through measures which encourage business and Government to 
work together to meet societal needs. 

I view this bill and other proposals in the corporate governance 
area against the background both of public distrust of business and 
my belief that business leadership, working with Government, is 
the essential ingredient in meeting the major needs of our society. 

There are many provisions of this bill which are salutaiy; my 
lawyers tell me that it reflects some of the more enlightened prin- 
ciples of corporate law now found in State law. 

But I have not come here today to discuss essentially legal issues. 
Rather, I wish to express my concern that a fixation with issues, 
such as the composition of boards of directors and specific duties of 
audit committees, is tangential to what I consider to be the real 
corporate governance issues. 
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BIAJOR CONCERNS FACING SOCIETY 



No matter how well drafted such proposal are, they do not begin 
to cope with the major concerns facing society and they distract 
the needed public debate away from considering innovative means 
to cope with such concerns. 

The list of needs is long. It includes alternate and cheap re- 
sources of domestic energy, greater energy conservation, the re- 
building of blighted cities, more environmental protection, better 
conservation of natural resources, lower food and housing costs, 
easing the plight of small business, more available health care, 
more available and lower cost, higher quality education and train- 
ing, and, of paramount importance, more jobs, and especially more 
skUled jobs. 

Furthermore, there is a continuing and dangerous decline in the 
productivity growth rate that is a serious problem in the United 
States. 

While experts have been unable to agree on an overriding expla- 
nation for the decline, they have been able to agree on a number of 
fcu^rs which have led to the problem. 

These factors include lagging innovation, lagging capital invest- 
ment and the increased cost of energy, the underutilization of 
human and other resources, excessive government regulation, and 
the decreasing contribution of small business. 

It is my belief that the Nation needs a fundamental change in 
the way in which we deal with society's unmet needs. 

This change requires business to take the initiative and provide 
the leadership in planning and managing the implementation of 
solutions. 

But to do so in cooperation with Government, labor imions, 
universities, churches, and other major segments of society. 

Control Data has adopted the strategy of addressing the inigor 
unmet needs of our society as profitable business opportunities. 

We believe such problems can be resolved by business leadership, 
but with an appropriate sharing of cost between business and 
Government. 

In situations where the resources for solving problems are 
beyond those of a single company, and this is the case with so 
many of our current problems, such resources should be pooled in 
cooperative projects or joint ventures. 

Twelve years ago, we adopted such a strategy and we have 
pursued it vigorously and with sound results ever since. 

Thus, no matter how well intended, I think that legislative solu- 
tions such as the bill before us, are largely peripheral to what I 
consider to be the true corporate governance questions facing the 
United States. 

Now that I have made clear the context in which I view this bill, 
I will comment briefly on the bill and then conclude with some 
thoughts as to where the legislative process should be heading to 
deal with our major needs. 

A major thrust of the bill requires that a migority of board 
membership be composed of nonemployee directors. 

Eleven of Control Data's 18 directors are not employees, and this 
approach has worked very well for us. However, I have serious 
reservations as to whether it is desirable to enact Federal legisla- 
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tion mandating that a mc^ority of the directors of all sizeable 
American corporations be nonemployee directors. 

Before such a change is made, tiiere should be a clear under- 
standing of the benefits to be achieved and agreement that the 
costs of such a change do not outweigh the perceived benefits. 
What would be the effects of such a change? 

Many large and successful American corporations do not have a 
migority of nonemployee directors. Would such a change mean that 
we would soon find ourselves faced with the type of board of 
directors advocated by Chairman Williams of the SEC consisting of 
no employee directors other than the chief executive officer? 

American business is faced with migor challenges to expand 
innovation and to make use of its technology to solve very serious 
problems. 

Are boards consisting almost solely of nonemployee directors 
more likely or less likely to take the long view as to return on 
investment? 

Will the perspective of such boards be the next fiscal quarter or 
will it be the next decade? To locate persons for such boieurds, will 
corporations turn to single-constituency directors? 

Tinkering with the composition of corporate boards by adding 
more directors who are not also employees, especially advocates of 
special interests, will more likely slow down progress in focusing 
corporate attention on meeting pressing social needs. 

"Die boards will be less informed, less able to evaluate risks, and, 
hence, either reluctcmt or unwilling to go in a new direction. 

The diversity of American business is reflected in the diverse 
approaches corporations have taken in structuring their boards. 
Our most successfid corporations have taken different paths in this 
regard, and I see no evidence as to the benefit which will accrue 
from making all corporations fit the same mold. 

I am very concerned about the cost of such a step measured in 
the potential delay of the actions which businesses must take to 
deal with society's serious needs. 

In spite of a large number of nonemployee directors serving on 
the boards of its principal corporations, the American automobile 
and steel industries both failed to deal with a rapidly cha^^ 
market and economic environment. 

This failure has had tragic effects for the American economy. 
Conversely, Japanese corporations, in their drive for economic suc- 
cess, are not distracted by questions such as the composition of 
their boards. 

An essential function of a corporate director, whether or not an 
employee of the corporation, is to be concerned about the future of 
the organization. 

What is needed are industrial statesmen, who focus on the 
future, not corporate cops who see their function as essentially a 
negative one of audit and restraint. 

By a simplistic emphasis on board composition, this bill does not 
work toward creating conditions for the industrial statesmanship 
which is a condition to the business-government partnership we 
need so badly. 
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There is a clear trend in American business not only toward 
increasing numbers of nonemployee directors, but also to increased 
use of board committees. 

The bill, however, by emphasizing several specific elements of 
this trend, may have the effect of freezing these developments in 
place and prematurely halting a desirable pragmatic movement 
tow€u*d new ways to govern American corporations. 

AUDIT COMMrrTEES 

For example, the bill deals in detail with audit committees. 
Although the New York Stock Exchange requires listed companies 
to maintain an audit committee composed solely of directors inde- 
pendent of management, the widespread use of audit committees is 
a relatively new phenomenon, and there is yet no consensus as to 
the minimum responsibilities of such committees. 

I was, therefore, surprised to note the specificity of the bill in 
terms of the functions of the audit committee. 

The audit committee, as well as other board committees, is evolv- 
ing, and I question whether or not it is wise to specify the mini- 
mum duties of such committees at this time. 

There are other comments which could be made as to the specif- 
ics of the bill; but at this point, I would emphasize that any 
legislation with corporate government should involve the analysis 
of two questions. 

First, will the propos€d improve accoimtability of the corporation 
to all of its various constituencies and, second, will the propos€d 
maximize potential for the private sector to respond to society's 
needs? 

One of the most productive and practical forms of legislation 
that a corporate governance bill could address would be in the area 
of mergers and unwanted takeovers. 

It is in this area that not only shareholders, but employees, 
suppliers, customers, and the economy as a whole, are affected. 

Even more serious is that, in the long range, unwanted takeovers 
have a negative effect on innovation and development of technol- 
ogy. 

I believe that legislation should be adopted, which would require 
the parties to a merger to prepare an impact statement, examining 
not only the profit and loss figures, but also the social impact of 
the merger upon employees and the community. 

This social impact analysis would give shareholders the opportu- 
nity to scrutinize the information and vote upon the merits of a 
proposed takeover in a way which would give them a truly in- 
formed voice in one of the most important decisions in the liTe of 
the corporation. 

Anodier area which needs attention arised because in many 
cases, it will be more beneficial for two corporations involved in a 
merger to undertake cooperative arrangements instead. 

In that way, the positive aspects of the merger would be accom- 
plished without jeopardizing jobs and innovative ideas. 
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ANTITRUST LAWS CRKATB UNCERTAINTY 

At the present, the antitrust laws create uncertainty which 
makes many corporations avoid engaging in technical and other 
cooperation. 

It is Control Data's view that such cooperation is not anticompet- 
itive so long as each partner is free to pursue the various markets 
in its own manner by concentrating on unique applications of the 
resulting products or services to its customers special circum- 
stances. 

Our own experience demonstrates that technical cooperation can 
be structured to minimize collusion, the elimination of potential 
competition or market foreclosure. 

The current l^al environment focuses on theoretical harm to 
competition. But the desk of a theoretician is a dangerous place 
from which to view the practical world. 

The computer industry, and Control Data's experience in particu- 
lar, exemplifies the practical benefits to competition which may be 
achieved through technological cooperation. 

Such cooperation can increase or preserve the number of compet- 
itors in a market. One can only speculate as to whether companies 
with the technical and financial resources of General Electric, 
RCA, Bendix, and Singer would still be in the computer industry 
today had they been willing and able to participate in techniccd 
cooperation programs. 

On the other hand, threatened compcmies in the automobile 
industry, such as American Motors and Chrysler, are turning to 
cooperation as a technique for dealing with their serious business 
problems. 

To the extent that legal uncertainties are a barrier to such 
technical cooperation, such legal uncertainties should be dealt with 
in appropriate Federal legislation. 

In concluding, I will note, again, that in my view, the bill deals 
with issues which are peripheral to the key problems facing busi- 
ness in our country. 

We should not allow the powerful concept of corporate gover- 
nance to be captured by questions such as the detailed responsibil- 
ities of audit committed or mechanics for conducting director elec- 
tions. 

There is a growing public consensus that business has the two 
major responsibilities of making a reasonable profit and providing 
jobs. 

The Control Data experience demonstrates that these two re- 
sponsibilities are compatible when corporations address the mcgor 
unmet needs of our society as business opportunities and do so in 
cooperation with other sectors of society. 

llie debate over corporate governance must be turned to the 
broader questions of how large corporations can provide the initia- 
tive and the leadership to meet these responsibilities. 

1 have suggested areas of legislation which would help business 
to deal with society's major needs. Merger legislation would give 
shareholders a voice in the governance of the corporation on the 
one issue which has, perhaps, the most profound effect on all 
stakeholders in the corporation. 
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Removal of l^al barriers to technological cooperation would 
enable corporations to much more effectively find solutions to the 
needs of society. 

Other examples of desirable legislation could be cited, such as 
the need for financial incentives to encourage corporations to start 
plants in the innercity. 

As you consider questions of corporate governance, I would urge 
you to deal with these issues from the perspective of what is 
needed to enable business to help solve the msgor needs of our 
society. 

I thank you for this opportunity to testify. 

Senator Sarbanes. Mr. Norris, thsmk you for a very thoughtful 
statement. 

Mr. NoRRis. Thank you. 

Senator Sarbanes. For the record, I think it would be helpful if 
you would outline the composition of the Business Roundteble and 
process by which the Roundtable reaches a decision of the stete- 
ment. In other words, what this stetement represents in terms of 
the process of the Roundtable. 

PROCESS OF THE BUSINESS ROUNDTABLE 

Mr. CooMBE. I would be happy to do so, Mr. Chairman. The 
Roundteble consists of approximately 175, 180 chief executive offi- 
cers who meet through task forces addressing specific substantive 
issues, one of which is corporate governance. The task force ad- 
dressing corporate governance is led by Mr. Clausen, chief execu- 
tive officer of Bank of America. My interest relates to that directly, 
because I am the general counsel of Bank of America and provide 
legal support and insight pertaining to these substantive matters 
which he s been asked to address through the roundteble. 

There are eight or nine members of that task force supported by 
a lawyers steering committee. Many of the lawyers who have ad- 
dressed corporate governance matters over the years are members 
of that steering committee, so we bring our own insight and experi- 
ence to bear on the problems as they touch upon legal consider- 
ations of chief executive officers sitting on the task force in the 
policy committee; and the policy committee reviewing the task 
force s conclusions for the Roundteble bring their particular oper- 
ating expertises to bear on these subjects as well. That is a deci- 
sionmaking process in the Roundteble. 

Senator Sarbanes. So the task force's report goes to the policy 
committee? 

Mr. CooMBE. It does. 

Senator Sarbanes. Therefore, the stetement represents an ap- 
proved stetement of the policy committee of the roundteble? 

Mr. CooMBE. It does. 

Senator Sarbanes. Fine. Thank you. 

Senator Williams? 

Senator Williabas. I would like to yield to Senator Metzenbaum, 
and then I would like to come back for a couple of questions. 

Senator Sarbanes. Fine. 

Senator Metzenbaum. Thank you. 

Mr. Norris, first I want to commend you for your continued 
interest in governmental affairs as they affect the business commu- 
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nity. Although I don't always agree with you, I respect the fact 
that you take the time and trouble to concern yourself about those 
affairs. 

As a matter of fact, I would further conmiend you on the fact 
that Control Data saw fit to have a seminar on the subject of 
corporate governance recently in which I participated I am not 
commendinjg you for having me participate, the fact that corporate 
governance was on the agenda. It is fair to say that some of those 
who participated in that seminar, I think, would have been more 
supportive and more concerned about this issue of corporate gover- 
nance. 

I know that you had to leave and were not able to participate 
fully in the seminar, but I think that the conmients that were 
made — not by all, certainly, but by many — would indicate that 
there is indeed a feeling that whether legislative or otherwise, that 
the issue is a matter of concern requiring action. 

I would also say to you a prefatory comment. Certainly I would 
not want to, and I certainly didn't by inference suggest that my 
legislation results from the fact that I might be one of those people 
who believe to one degree or another that business is predatory, 
capricious and indifferent to societal needs, because I am a product 
of that system and have done well in it. 

I do believe that this proposed legislation reflects that the itystem 
worked better, not that there is a predatory corporate world; but if 
you are to achieve the objectives that you speak about in the 
balance of your statement, some of those objectives have to do with 
the need to raise funds. 

Isn't if a fact, Mr. Norris, that to raise those funds you must 
provide a degree of confidence in the American people that the 
capitalistic system is working and that they want to buy stock in 
corporations? And isn't it a further fact that a substantial number 
of them have turned away from the marketplace in recent years 
for one reason or another? 

Mr. NoRRis. Yes, sir. Senator. There is a lack of confidence by 
the general public in the business sector. No question that affects 
ability to raise capital. 

As I said, something needs to be done about it. But I believe it is 
more a matter of what business does as opposed to the kind of 
legislation that is enacted. I think to the extent that you can 
stimulate business to really address these fundcunental needs, that 
you will gain much more confidence, build much more confidence 
in the general public. 

So I don't disagree with your objectives at all. I support them. 

Senator Metzenbaum. I agree it would be better to do it on a 
voluntary basis. And it is fair to point out that through the Busi- 
ness Roundtable, through the American Stock Exchange, New 
York Stock Exchange, the ABA Committee on Corporate Law and 
various other groups, there has been this push in that direction. 
But the fact is that there is still a gaping vacuum, a gaping group 
of corporations that have resisted every effort to move in that 
direction. 

Chairman Williams points out that the legislative introduction 
itself provides some impetus in that direction. I am realistic 
enough to know we are not going to pass this legislation this 



Digitized by VjOOQIC 



101 

month or this week or this year. But I think that it would be 
helpful if those of you who are corporate giants and lead the 
corporate world would attempt to work together. 

Your main concern is that if we have some beginning, some 
legislation, that will only start the whole legislative process of 

fovemment coming in. Mr. Coombe, on that score, you represent 
(usiness Roundtable, a group that, at its inception, indicated very 
clearly that its main purpose was not just have a group of lobb3dsts 
here in Washington working to speak for them, but to bring in the 
great corporate executives to help work with government and 
make it ftmction. 

EXISTING PROBLEMS 

My message is an elementary one. I and the Congress are pre- 
pared to wonL with the business community to try to do something 
about the problems. You have said problems don't exist. Let me 
point out to you, that recently the audit committee of Playboy 
asked Hugh Hefner and three other unidentified officers to repav 
almost $1 million to the company for certain benefits that weren t 
properly gotten. The Mobil Corp. situation that I talked about still 
exists, as far as that goes. 

The Wall Street Journal, that radical newspaper, recently report- 
ed on March 18 that four, and of course I said racUcal" facetiously, 
that four outside directors of H. J. Heinz Co. expect to disclose the 
existence of income juggling practices by certain Heinz managers 
in order to guarantee themselves full compensation under Heinz' 
extensive bonds incentive award program. As I understand it, the 
managers of the companv switched earnings in subsequent years to 
help insure themselves their bonuses in future years. 

There are many other examples — examples of bribery to Ameri- 
can as well as foreign officials — there is a whole litany of it. You 
say problems don't exist, but the fact is we just haven't had any 
scand€tls recently. We haven't had any major newspaper stories 
this week or this month. But do you really think that under the 
blanket there aren't some corporations that are still engaging in 
practices that really wouldn't bear public scrutiny? 

Mr. CooMBE. Well, Senator, first of all, I did not say that a 
problem does not exist. What I did say is that whatever problems 
do exist are not of the gravity which would require legislation of 
this type at this time. 

I said further that whatever problems did exist, and the most 
recent manifestation of transcendent problems of the type you are 
referring were manifested with illicit payments abroad and viola- 
tions of the Illicit Corrupt Practices Act here at home, and those 
problems were addressed promptly and very emphatically. 

Senator Metzenbaum. But not oy the corporate world. 

Mr. CooMBE. I do not deny that. 

Senator Metzenbaum. It took Government. 

Mr. CooMBE. They were addressed in the first instance through 
the SEC, through the regulatory process, finally by legislation. But 
the prosecutions were effected under circumstances where the law 
was applied. And the law worked; the law in existence at that time, 
returning to the corporate directors at that time. 

I think speaking from the standpoint of the Roimdtable, the 
Roundtable chief executive officers took that experience very seri- 
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ously. And long before the Federal Corrupt Practices Act passed, 
there were very emphatic interim legal compliance programs very 
much at work and very effectively in many, if not most, of the 
large corporations of the United States. 

What we are really talking about here. Senator, is whether or 
not the cure which you propose is a viable, practicable, but more 
important, desirable in this society where we are attempting to 
encourage the private sector to replenish, refurbish on the invest- 
ment side, to increase its productivity, and to go forward and be 
responsive to the reasonable expectations of the community and of 
Government fit the same time. 

What I am sa3dng to you, sir, at this time is I think through the 
evolutionary mechanisms to which I have referred and which I 
have recounted in my statement as sununarized briefly by Chair- 
man Williams, my observation at the present time is the private 
sector is responsive. It is knowledgeable of the expectations of the 
public. It is responding to those particular expectations and I think 
responding very well. 

FEDERAL LEGISLATION INHIBmNG 

I feel that Federal legislation of this type at this time under 
these circumstances, in light of the experiences particularly of the 
last decade, would be inhibiting, would be constraining and would 
probably obviate the opportunity to continue this evolutionary 
notion to which I refer. 

That does not in any way detract from your observations or 
detract from your very constructive efforts because I think you 
have been one of the most constructive points of reference as far as 
voluntary responses are concerned. 

Senator Mftzenbaum. If the corporate community is responding, 
why do we now have more lawyers and corporate counsel on boards 
than we had heretofore? I mean, the number is increasing, not 
decreasing. 

Mr. Coombe. Senator, I think that is another problem that really 
has nothing to do with the thrust of many of your arguments. I 
think you have to deal with that in the context of practicality of 
the average corporation. 

Most corporations are not large, there are tens of thousands, 
hundreds of thousands, literally millions of corporate entities. They 
must draw for their guidance, their assistance, and necessity to 
respond to the m3aiad of Federal laws and regulations, legal exper- 
tise. Most of us here are lawyers and we are very happy to assist 
our clients in doing just that. 

But I tell you, sir, and I think you know this better than I do, 
that out there in the crossroads with the average small corpora- 
tion, it is desperately difficult to attract able directors who can 
anticipate public expectations and can put into effect the very 
sound ethical points of reference which you have summarized. 
Therefore, it is by logic that the general counsel of a coporation 
who is an outside counsel invariably in those contexts, that the 
outside counsel brings a certain perception, insight and skill to 
bear which is most helpful to the boardroom. And it is very desir- 
able that that person do so. 
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Now, there is a very emphatic, and I think constructive dialog, 
underway within the American Bar Association pertaining to this 
very question. 

At the present time, the Commission, as you know, is consider- 
ing, among other things, the relationship of Doth the outside corpo- 
rate attorney and the attorneys such as myself within an office of 
general counsel, our relationship to corporate boards and senior 
management and the entire corporate decisionmaking process. 

Among other things being addressed in that context which is 
considering a revision of the code of professional responsibilitv of 
the ABA is whether or not there are any ethical problems involved 
in a general counsel serving on a corporate board. 

I feel very strongly that particularly in a large corporation of the 
type I have represented over the years, general counsel should not 
be a member of the corporate board. 

There are those who disagree with me. But, I do not think the 
answer to that question, sir, in any way touches upon nor is rele- 
vant to the particular objectives of this legislation. 

Senator Metzenbaum. I don't want to take more of the commit- 
tee's time, but I would like again, to say, as I have said in every 
instance where I have spoken on the subject, that I would like to 
work with the business community to see if this matter can't be 
more adequately resolved. If not legislatively, then in some other 
way because I don't believe it is being addressed. 

I am concerned that on that day when there is a major scandal 
in America you will find a legislative response that is far more 
drastic than the one proposed by this Senator. 

I, again, extend that invitation to both of you and the groups you 
represent. 

Mr. CooMBE. We appreciate it, and I assure you we will have a 
constructive response. We look forward to working with you. 

Senator Metzenbaum. Thank you. Thank you. Senator Williams 
for yielding to me. 

Senator Sarbanes. Senator Williams. 

MERGERS AND TAKEOVERS 

Senator Wiluams. Thank you, Mr. Chairman. Just a moment on 
your suggestion, Mr. Norris, that there is an area where you do 
recommend legislative response to an area of need that you see, 
and that is in the area of mergers and unwanted takeovers, and an 
impact statement. 

As I go on through this paragraph, it seemed to me that you go 
from mergers and unwanted takeovers, only to a statement in 
connection with a situation where there is a merger. 

Do you suggest this for both situations, both where there is a 
merger that is being — where both parties are working together, as 
well as unwanted takeovers where there is a contest? 

Mr. Norris. Definitely, both. Even in friendly mergers, great 
damage can be done to individuals, innovative capabilities, commu- 
nities. Even good intentions are not adequate. 

What is needed is a structured way of looking at it. 

Senator Williabas. You talk of the social impact of the merger, 
or takeover. 

Mr. Norris. Right. 
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Senator Wojjams. Upon employees. What would that, how 
would you describe, broadly, the content of such— the reach of such 
an impact statement? 

Mr. NoRRis. Well in our own company, just to take a minute to 
follow through the different elements that you look at. For exam- 
ple, acquiring another company, if there is overlap in the adminis- 
trative functions, then that means elimination of some people. And 
that is a very serious thing. It may mean consolidation of plants. 
They may be duplicating production. 

So, one plant will have to be closed, either the one you acquire or 
one that you already have. That is very serious. That has a serious 
inipact on the community. 

You look at each one of these. If they cannot be corrected in a 
reasonable way, then you should not do the merger. We have had 
instances where that could not be a completed so the merger was 
not made. It's been our experience, furthermore, where there is 
overlap and where there are serious problems, that it probably 
doesn't make good business sense anyway. 

Senator Williams. And the next area where you deal with a 
merger situation deals with cooperative arrangements and techni- 
cal exchange. 

Is this idea that you advance for the exchange of information, 
technical information, is that, with the antitrust problems, of 
course, that you described, is that suggested only for merger situa- 
tions, or is that a general thought that should apply to industry 
broadly, that companies should have opportunities to work togeth- 
er on technical thought, ideas, innovative suggestions? 

Mr. NoRRis. Yes. Not only should they have the opportunity, 
they should be aggressive about it, because in the long run, if our 
companies do not work together, we are not going to regain our 
competitive position in the world that we once had. 

Senator Williams. You address this through the problem that 
now faces industry, that the antitrust laws 

Mr. NoRRis. It is often cited as a reason for not cooperating. I 
think it is overdone. I think sometimes it is just an excuse, because 
large companies are pretty much an entity to themselves, a nation- 
state almost. They want to do most everything by themselves. 

So, I think that in some instances, antitrust is used as an excuse. 
On the other hand, there are other situations where there is ambi- 
guity, and it ought to be cleared up because it is very serious. 

Senator Wiluams. Back to the impact statement. Is this thought 
current in the business community? 

Mr. NoRRis. Not very, no. 

Senator Williams. Just generated 1^ 

Mr. NoRRis. It is not widely used. Tliat is the reason why I think 
legislation would be very helpful. It is a matter of degree. I don't 
disagree with Senator Metzenbaum and what he is trying to 
achieve. But, I think it is not significant. 

Why don't we move up to a much higher level and really address 
these issues in a very aggressive, meaningful way. That is the 
difference. 

Senator Williams. I have nothing further except to say a word of 
appreciation to Senator Metzenbaum for focusing us here on this 
discussion. 
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Senator Metzenbaum. Thank you. 

Senator Sarbanes. Mr. Coombe, I would like to ask you this 
question. 

As I understand the thrust of the Business Roundtable state- 
ment, it is that the existing statutory scheme, both Federal and 
State, and the regulation that takes place within it, and the evolv- 
ing of new concepts and approaches in this area make further 
legislation, in a sense, unnecessary, and one can argue maybe even 
impedes this development process depending on how one looks at 
it. Is that a fair statement? 

Mr. CooMBE. I think that, coupled with the fact apart from the 
evolutionary movement and momentum that has been engendered 
that there is not, at this time, a necessity to consider this particu- 
lar issue. That the matter of the depth of the address on the part of 
the private sector is profound, emphatic. 

There is integrity of effort. We will encourage this. Quite apart 
from it there are no problems to be addressed in this particular 
context at this point. 

Senator Sarbanes. You accept what exists now, I take it, as a 
base on which to move forward. 

In other words, that the existing provisions and law are an 
appropriate base on which then this voluntary development that 
you think is taking place and will take place will go forward, is 
that correct? 

Mr. CooMBE. I think so, but there are two dimensions to the 
problem and in fairness to you, Mr. Chairman, I think they ought 
to be disassociated. 

First of all, there is the obvious necessity for legal compliance in 
the conduct of corporate affairs. Some corporations, that broke 
down years ago with a list of payments abroad and violation of the 
statute here at home pertaining to political giving. That has been 
addressed, and I think very emphatically. 

There is another aspect, however, another externality which has 
nothing to do with law but public expectations of the type to which 
Senator Metzenbaum properly refers. 

I think it is in that particulsu* area where corporate governance 
can be very helpful in anticipating those expectations, in manifest- 
ing decent corporate responses to those expectations and, indeed, in 
maintaining a flexible and viable corporate decisionmaking process 
as we go forward. 

These problems change, expectations change. We are going to 
have to resolve very serious problems, quite apart from the necessi- 
ty for legal compliance. 

So, I think there are two elements of this which we are really 
talking about. 

Senator Sarbanes. As we address the notion that it will evolve 
volimtarily, it is safe to assume in our thinking that your position, 
that the existing statutory and regulatory arrangement is a base 
we can assume is being in place upon which these voluntary efforts 
will develop, is that correct? 

Mr. Coombe. That is correct, sir. 

Senator Sarbanes. Because that is veiy important. I want to 
understand, in a sense, where you are coming from. I don't want to 
see a position where you always say, well, in effect, we want to roll 
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back or turn back or eliminate this base upon which the position is 
the voluntary effort will be buUt. I take it there is none of that 
thinking. 

Mr. CboiiBK. There is none of that anywhere in our statement, 
nor have I manifested that, and I will make it perfectly dear, I 
have heard no responsible business position moving in that particu- 
lar direction. 

Senator Sarbanes. All right. 

Mr. CooiiBK. The feeling is legal constraints are there, available 
and can be very effective. 

Senator Sarbanbs. All right. I wanted to ask one question which 
seems sort of an aside and hasn't been addressed here. But, I am 
just curious to know from the point of view of both cf yoa gentle- 
men whether you perceive a distincticHi between a re^ionsible dis- 
senter and an irresponsible dissenter in the corporate govemance 
issue. 

If there is such a distinction, how much trouble the irreqponaihle 
dissenter creates in terms of trying to govern a corporation, and 
actually even focusing on important problons that need to be 
addrH»d that are being overlooked, simply creating, as it were, 
almost a diversionary focus. 

Is that a problem?' 

Mr. CtH>MBE. I don't think it is a probl«n. I think Bill wants to 
addn»s that in the contemn with whidi he is familiar. 

You know, the interesting thing about this whole dialog. Senator, 
is that as I indicated at the outset of my oral remarks. 10 years ago 
many c4f us addrvsssied these same prt^xisition in the guise of stock- 
hn^dder propcisaLs^ 

Mr. uilb^rt is hen^. Don Schwartz is here. They have rc p icocn ted 
intenMts thems«e4\>e& thrir own insights^ But. they manifinlBd con- 
cmtt with the systiHn in the form of proposals set finrth in those 
suvkholder^* submissdons to annual meetings. 

And inti^rwfingly enough. Mr. Chairman, the dynamics of the 
evdutioR 01" the mv^vment. many of those have been a dopt ed , even 
thoo^.. they attained a very small pefwticile cf the smrklwider 
wee in supfvrt. Si\ I kxnk a: this jis kmd of a moving target in a 
s\tt$tnxt:\v w;!iy. aI^2 I have ik<. and I think the BuMnna Bound- 
:able h*s ivc ^x)^t to chastise or cstemroe the nature of the 
alWi^ vTttxrsssr. 

I c^>^/: :h;r.k :ha: 5s wry cvttscnactive is :h» contest. 

Securer MrrsxNKUM Who's :be tarnt. the S e uaiaih or the 
i>os:::diMssi cvcxrr.unity* 

Mr v>x>9titt. We haw all l^etiirrsec ii j^xc deal about tUs as we 

haw |Ntt» ak«i(. And I w\HiSd rather xvik ai these ideas as ideas, 

aBii i»^ h» ^M fraMCtipM K :he ^xirc^ cic ibe ^ansL I tliiiik it fiur 

i|L iMwewr. dun ihes^ » ii w gv.gii caM that at least 

^M» critiC M e cvYwnixos aiac the dw iwaimaking 

^^t U dt fi ae J ctygi.-trww^ wjaetawr jpch respect them 

ftiRc aftl they ar^ e&mSk-sssed sod ihey hacve been 

iftsAr fer aft ex:im6M wnoe x aae. 

k m jttfiftite 5wc:^ ce :Sf mr of tfaoae spokesmen 

f Mhw e ri . scaoAcw ««:i4 oia accBHS to the 

pKOMK tluit tiue w«dS pcBii them to 
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But, I really don't think that that reality, and it does exist, 
should plav a very important part in the philosophical discussion of 
the over^I corporate governance problem. I think that it is far too 
important a matter and a subject to reduce it to the problem of 
who is the critic and what does that particular critic want. 

Senator Sarbanes. Mr. Norris, did you want to comment? 

Mr. NoRRis. I agree. That summarizes it fairly well. 

Senator Sarbanes. Senator Metzenbaum. 

Senator Metzenbaum. I would just like to thank these two men 
for their participation and the quality of their presentation. I think 
they represent an enlightened point of view, even if one with which 
I don't totally agree. 

But, I do appreciate the attitude they bring to this committee. 

Senator Sarbanes. Well, gentlemen, we thank you. I also want to 
make the point that I think the level of the discussion on this issue 
has been a very high one. And I think that is, in a sense, a 
compliment to Senator Metzenbaum and to you, and to others who 
have been involved in what is an important issue. 

I am pleased it is proceeding in such a rational way in terms of 
discussing it. 

We thank you for your time. 

Mr. Coombe. Thank you, Mr. Chairman. 

Mr. NoRRis. Thank you. 

Senator Sarbanes. The next panel that was scheduled was the 
three academics, but Professor Schwartz is teaching a class and 
will be a little late in getting here. 

Is Mark Green here? Not here at the moment. Mr. Morris. 

STATEMENT OF IRVING MORRIS, ESQ., MORRIS & ROSENTHAL; 

DELAWARE 

Mr. Morris. Yes, sir. 

Senator Sarbanes. Why don't we take you. We will move you up, 
if that is all right. Then we will come back to the other two panels. 
Is that a problem for anyone to be delayed? All right, fine. 

Mr. Morris, we would be happy to hear from you, sir. 

Mr. Morris. Thank you, Mr. Chairman, Senator Williams, Sena- 
tor Metzenbaum. 

Irving Morris is my name, Fm a member of the Delaware bar. I 
currently serve as chairman of the Delaware State Bar Associ- 
ation's Corporation Law Committee. Fm grateful for the opportuni- 
ty to be here. I have prepared and submitted a statement which I 
ask be incorporated as part of the record. 

Senator Sarbanes. It will be so incorporated without objection. 

[The complete statement follows:] 
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STATEMENT BY IHYIHG MORRIS TO THE SUBCONMITTBE ON 
SECPRITIBS OF THE SENATE BANKING COMMITTEE 



November 14, 1980 

My name is Irving Morris and I am a member of the Bar 
of the State of Delaware. I am grateful to you for the 
invitation to appear before you and the oi^portunity to 
participate in the consideration of Senate Bill 2567 known 
as the Protection of Shareholders' Rights of 1980 ("the 
proposed Act" ) . 

Although I presently serve as Chairman of the Corporation 
Law Committee of the Delaware State Bar Association ("the 
Committee") , I emphasize that I do not appear here as the 
official representative or spokesman of the Committee since 
the Committee neither has taken a position upon the proposed 
Act nor, indeed, considered the proposed Act at any meeting 
of the Committee. 

Having disclaimed an "official" view, with equal alacrity 
I hasten to share with you my views of the proposed Act 
which stem from a different vantage point than that which 
one might assume would be the case for a lawyer serving as 
Chairman of the Corporation Law Committee of the Delaware 
State Bar Association. 

Through the years we have heard in the land some voices 
critical of the' Delaware Corporation Law and its provisions 
and of the judicial interpretations the Courts of Delawsure 
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have authored concerning the Delaware Corporation Law. In 
the criticism a factor frequently overlooked by the commen- 
tators, especially by those who would be harsh vrith Delaware 
judges and lawyers, is that there exist even in Delaware 
those lonely souls who as lawyers are willing to take up the 
cudgels for allegedly oppressed minority stockholders. I am 
proud to tell you that I have for sc»ae twenty-five (25) 
years represented oppressed minority stockholders chiefly in 
the courts. State and Federal, of Delaware. I am pleased to 
report to you that I view my career in the Bar in the field 
of corporate litigation as one which has been marked by 
professional achievement and which has been personally 
rewarding both psychically and fiscally. 

Thus, I appear before you as a plaintiff's lawyer in 
corporation law in Delaware prepared to comment f ran a 
plaintiff -lawyer's viewpoint upon the proposed Act. 

The proposed "establishment of minimum standards for 
internal structural controls to enhsuice the independence of 
directors, etc.," assumes that State law is unequal to the 
task of providing protection for the rights of shareholders, 
at least shareholders in corporations of the size which 
would come within the purview of the proposed Act. Based 
upon my own experience in Delaware, I take strong issue with 
the implicit assumption underlying the proposed Act in so 
far as it would assert impliedly that Delaware law is not 
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equal to the task of Monitoring the actions of corporate 
management, including corporate directors, subject to Dela- 
ware Corporation Law. I proffer but a few of the Delaware 
cases: 

1. Keenan v. Eshleman , Del. Supr., 2 A. 2d 904 (1938), 
holds that in transactions which involve interested direc- 
tors, the directors have the burden of proving the entire 
fairness of the transaction. 

2. Guth V. Loft^ Inc , Del. Supr., 5 A. 2d 503, 510 

(1939), affirming Loft, Inc. v. Guth , Del. Ch., 2 A. 2d 225 

(1938), sets forth a standard of fiduciary duty which is, I 

submit, difficult to improve upon: 

Corporate officers and directors are not 
permitted to use their position of trust and 
confidence to further their private interests. 
While technically not trustees they stand in 
A fiduciary relation to the corporation and 
its stockholders A public policy, existing 
through the years, and derived from a profound 
knowledge of human characteristics and motives, 
has established a rule that demands of a cor- 
porate officer or director, peremptorily and 
inexorably the most scrupulous observance of 
his duty, not only affirmatively to protect 
the interests of the corporation committed to 
his charge, but also to refrain from doing any- 
thing that would work injury to the corporation, 
or to deprive it of profit or advantage which 
his skill and ability might properly bring to 
it, or enable it to make in the reasonable and 
lawful exercise of its powers. The rule that 
requires an undivided and unselfish loyalty to 
the corporation demands that there shall be no 
conflict between duty and self interest The 
occasionB for the determination of honesty, 
good faith and loyal conduct are many and 
varied, and no hard and fast rule can be foinnu- 
lated. The standard of loyalty is measured by 
no fixed scale. 
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3. Italo-Petroleum Corp. of America v. Hannigan ^ Del. 

Supr., 14 A. 2d 401, 408 (1940), addresses the obligations of 

directors in these words: 

Public policy demands of directors an 
undivided loyalty to the corporation to the end 
that there shall be no conflict between duty and 
self-interest. 



The votes of interested directors cannot 
be counted to make up a majority of the Board. 

4. Brophy v. Cities Service Co. , Del. Ch. , 70 A. 2d 5 
(1949), holds that the principle that officers and directors 
are not permitted to use their positions of trust and con- 
fidence to further their private interests is applicable 
even if the corporation has not suffered any injury. Lia- 
bility is grounded upon the breach of the confidential 
relationship between the officer-director and the corpora- 
tion. 

5. Sterling v. Mayflower Hotel Corp. , Del. Supr., 93 
A. 2d 107 (1952), holds that in proposing and effecting a 
merger, a majority shareholder of an affected corporation 
owes the minority the fudiciary duty of insuring that the 
merger transaction is entirely fair to minority shareholders. 

6. Gottlieb v. McKee , Del. Ch. , 107 A.2d 240 (1954), 
reaffirms the principle that corporate officers and directors 
are not permitted to use their positions of trust and con- 
fidence to further their private interests. 



Digitized by VjOOQ IC 



112 



7. Grahaa v. Allis-Chalmers Mfg. Co> » D«l. Siqpr. , 188 

A. 2d 125, 130 (1963), addresses the natter of a director's 

duty of care and presages the provisions of Section 35 of 

the Model Business Corporation Act (which, in turn, was a 

model for the proposed Federal standard) by declaring that: 

. . . directors of a corporation in managing 
the corporate affairs are bound to ase that 
amount of care which ordinarily careful and 
prudent men would use in similar circumstances. 

8. Equity Corp. v. Mi I ton , Del. Supr., 221 A. 2d 494, 

497 (1966) , which slightly modified and reiterated the 

definitive statements of the corporate opportunity doctrine 

set forth in Guth v, Loftj Inc^ supra , as follows: 

The rule of the Guth case is that when 
there is presented to a corporate officer a 
business opportunity which the corporation 
is financially able to undertake ^ and whioh, 
by its nature, falls into the line of the 
corporation b business and is of practical 
advantage to it or is an opportunity in 
which the corporation has an actual or 
expectant interest, the officer is prohibited 
from permitting his self-interest to be 
brought into conflict with the corporation's 
interest and may not take the opportunity 
for himself. 

9. Singer v. Magnavox Co_, , Del. Supr., 380 A. 2d 969, 

977 (1977) , holds that corporate officers, directors and 

controlling shareholders owe their corporation and its 

minority shareholders a fiduciary obligation of "honesty, 

loyalty, good faith and fairness." In Singer (at 380 A. 2d 

at 979-980) the Court stated: 

... it is within the responsibility of an 
equity court to scrutinize a corporate act 
when it is alleged that its purpose violates 
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the fiduciary duty owed to minority stock- 
holders; and second, those who control the 
corporate machinery owe a fiduciary duty to 
the minority in the exercise thereof over 
corporate powers and property, and the use 
of such power to perpetviate control is a 
violation of that duty. 

The Court held in Singer that it is a violation of the duty 

owed to the minority stockholders to use corporate power for 

the sole purpose of eXimina^ting the minority. 

10. Lynch Vp Vickers Energy Corporation , Del. Supr., 
383 A. 2d 278 (1977), holds that corporations owe complete, 
not merely adequate, disclosure of facts and information to 
stockholders. Anything less is a breach of fiduciary duty. 

11. Maldonado v. Flynn , Del. Ch., 413 A. 2d 1251, 1263 

(1980) , unlike virtually every other court to consider the 

issue prior to March 18, 1980, in holding that a supposedly 

independent committee of a Board of Directors could not 

teinninate a stockholder's derivative action, teaches: 

Under our system of law, courts and not 
litigants should decide the merits of litiga^- 
tion. Aggrieved stockholders of Delaware 
corporations ought to be able to expect that 
an impartial tribunal, and not a committee 
appointed by the alleged wrongdoers, will 
decide whether a stockholder's derivative 
suit alleging breach of fiduciary duty has 
any merit. 

The foregoing thiunbnail sketch of Delaware case law, i 
respectfully suggest, convincingly demonstrates that decisional 
law, at least as enunciated by Delaware judges, already suf- 
ficiently defines the duties and responsibilities of corporate 
directors, officers and controlling shareholders, and provides 
ample protection for public shareholders. Statutory corporate 
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law in the fifty states, including almost uniform adc^tion 
of the Model Business Corporation Act, and over sixty years 
of case-by- case refinement of standards of conduct for 
corporate fiduciaries, provide discernible and %ior)cable 
guidelines for the administration of corporate affairs by 
those persons in control of corporate processes. The replace- 
ment of existing State standards by Federal standards is 
redundant and unnecessary. 

Section 3(b) (2) of the proposed Act recognizes that in 
many instances State law provides substantive and procedural 
protections equal to or greater than those in the proposed 
Act. Indeed, I respectfully suggest, it would take a gener- 
ation of litigation for Federal courts to develop a body of 
decisional law interpreting the proposed Act to the point 
where it would provide protections equivalent to those 
available under State law today. As I see it, it is entirely 
unnecessary to begin building anew a body of decisional law 
in the Federal courts when the State courts have already 
done so. 

If the unexpressed motivation for the proposed Act is 
that our society will be better off if there exist Federal 
"standards of loyalty" and if we are able to look at a 
Federal definition of "duty of care," I suggest that we 
chase a will-o'-the-wisp. I cannot help but respectfully 
suggest that legislation is not the panacea for all the ills 
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of society in general or for the American economy in partic- 
ular or for the American corporate structure specifically.. 

Let roe illustrate my point by an example. Recently « it 
bec2une fashionable for corporate directors named as defen- 
dants in derivative actions to construct committees of so- 
called "independent" directors who purportedly evaluated 
whether or not a pending derivative stockholder action 
served the corporation's interests, and then, with unsur- 
prising uniformity, determined that the derivative action 
was not in the corporation's interest and sought to have the 
derivative action dismissed. The argument in support of the 
charade was that the "independent" directors were exercising 
their "business judgment" in- determining that the derivative 
action should not be pursued and, accordingly, the business 
judgment rule sanctioned the termination of the derivative 
action. Either the force of the facile argument or out- 
standing advocacy caused a number of Federal courts (almost 
exclusively Federal courts) to accept the argument. Burks 
V. Lasker , 441 U.S. 471 (1979); Rosenqarten v. International 
Telephone & Telegraph Corp. , S.D.N.Y., 466 F.Supp. 817 
(1979); Gall v. Exxon Corp ., S.D.N.Y. 418 F.Supp. 508 
(1976), subsequent opinion . No. 75 Civ. 3682 (S.D.N.Y. Jan. 
17, 1977); Abbey v. Control Data Corp. , 8th Cir., 603 F.2d 
724 (1979), cert, denied , 100 S.Ct. 670 (1980); Maldonado 
V. Flynn , S.D.N.Y., 485 F.Supp. 274 (1980); Lewis v. Adams , 
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C.A. Mo. 77-266C (II.D. Okla. Mov. 15, 1979) r Siegal v> 
Merrick , 74 Civ. 2475 (CBM) (S. D.N. Y. Oct. 24, 1979); 
Auerbach v. Bennett , Ct.J^p., 393 N.B.2d 994, 419 N.Y.S.2d 
920 (1979); Lewis v. Anderson , 9th Cir., 615 F.2d 778 
(1979). 

The same issue came before the Court of Chancery of 
Delaware in the Delaware version of Maldonado v. Flynn , 
supra . Vice Chancellor Hartnett, after full briefing and 
argument, resolved the issue in a diametrically opposite 
fashion from that which the Federal Courts had concluded « 
He held that Delaware law vrould not sanction alleged wrong- 
doers' appointing their own tribunal to determine whether or 
not they should be accountable for the discharge of their 
fiduciary responsibilities. Were Federal law to control on 
this issue, public stockholders in Delaware corporations 
would today be at the mercy of corporate wrongdoers who 
could insulate themselves from accountability. 

It is not unfair to say that within the Federal decis- 
ional law in the Ma I donado v ■ Flynn factual setting lies the 
seed for the destruction of the derivative action. I suggest 
to you based upon a professional lifetime of experience that 
the derivative action is the public stockholder's most 
effective tool to protect his rights. 

One would commit a grievous error if he were to infer 
from what I have said that I condemn either Federal law or 
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Federal judges or, indeed, that I hold the view that the 
underpaid roesibers of the Federal Bench are not as able as 
the even more underpaid members of the Delaware Bench. 
Rather, the point that I make is that State courts, with 
their wealth of decisional law, protect stockholders' 
interests and are every bit as sensitive to the need to 
provide that protection as are Federal judges. As an aside, 
I think it noteworthy that Vice Chancellor Hartnett did not 
view his holding in- Maldonado v. Flynn , supra , as "a bold, 
new stroke" but, rather, considered his holding clearly 
based upon prior Delaware decisional law which the foreign 
courts (including Federal courts) had overlooked. 

When one views only the body of decisional law which 
the States of our Nation have formulated over a period of 
years to interpret the statutes enacted to govern corpora- 
tions, one does not see the full therapeutic effect of the 
State decisional law and statutes. Few commentators to my 
knowledge when speaking of the law of my State touch upon, 
let alone discuss, the myriad of litigations which terminate 
in settlement and never achieve the status of a reported 
decision. O^at more litigation is settled than is tried 
surely is well-known to any person with legal training. As 
a person who makes his living as a litigator, I assure you I 
could not do so if I had to litigate every case I have ever 
undertaken to the bitter end. Now the fact is alleged 
wrongdoers do not instruct their lawyers to settle cases nor 
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would their la%iyer8 counsel their clients, the slleged 
wrongdoers, to settle unless both the alleged irrongdoers and 
their lawyers knew that the rules found in State decisional 
law and statutes made clear that they should seise the 
opportunity for settlement rather than risk the hazard of 
trial by those very same standards emanating from the State 
decisional law and statutes. In short, if we now at this 
late date interject by legislation Federal standards of 
loyalty and duty of care from which are absent the experi- 
ence of decades behind State decisional law, we also affect 
our capability of settling cases, assuredly in the short 
term, with uncertainty as to the long term. 

An additional disturbing feature of the proposed Act is 
the delay in litigation which I suggest would flow from 
Section 3(b) (2). My experience teaches me that defendants 
always seize the opportunity to put off the day of account- 
ing for alleged wrongdoing. It is a defendant-wrongdoer's 
delight to have available a built-in jurisdictional issue as 
to whether or not the law of a state has "substantially 
similar requirements" to the proposed Act or "gives greater 
protection and benefit to the shareholder and there is 
adequate provision for enforcement." 

Contrast the built-in jurisdictional dispute of the 
proposed Act with the clear-cut decision of the Delaware 
Supreme Court on October 29, 1980, where it upheld the 
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constitutionality of the recently enacted long-arm statute 
which replaced sequestration in Delaware. See Armstrong v. 

Pomer ance , Del. Supr. , A. 2d (1980). (A copy of 

the slip opinion is lodged with this statement since the 
Supreme Court's opinion is not yet reported.) 

It is not farfetched to suggest that passage of the 
proposed Act and an attempt to use it will lock a victimized 
stockholder into years of dispute before he will ever get to 
the merits of his claim and, even if he eventually does, the 
forum may well be one not of his choosing by reason of the 
Federal concerns of forum non conveniens , venue, multi- 
district rulings, etc. 

I recognize that it may be asserted that the area of 
the proposed Act which addresses the "duty of loyalty" and 
the "duty of care" is not subject to the foregoing built-in 
jurisdictional dispute since Section 4 is an "exception to 
the exception" and as to it the proposed Act would govern. 
The problem with the assertion, however, is that the liti- 
gation which I might seek to bring in a State court concern- 
ing wrongdoing by the directors of an "affected corporation" 
could easily be greeted by the defense that the Federal law 
should apply and not the State law of the forum. My problem 
then is that I cun compelled to abandon the long established 
and well-defined State law of my jurisdiction and enter the 
uncharted area which the proposed Act contemplates. And the 
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foregoing nasty problem confronts mm in the nase of Protection 
of Shareholders' Rights. I cannot help but think of the old 
saw, "Protect me from my friends, I can take care of my 
enemies • " 

Lest it be inferred from what I have said that I hold 
the view yre have arrived at the millennium in the develop- 
ment of our corporation law, both State and Federal, so that 
we may rest content where we are, I hasten to enqphasize that 
I am not known to suffer from complacency, naivete or, 
indeed, even plain foolishness. There indeed does remain 
for us a continuing task of monitoring corporate law as it 
evolves. It seems to me that there are certain specific 
actions which those of us interested in a healthy and honest 
economy, including, obviously, the Congress, should consider 
and, in my judgment, act upon at this time which I think 
could accomplish far more than the proposed Act. I have in 
mind the following: 

1. Assuredly there is an immediate need to increase 
the funding of the Securities and Exchange Commission so as 
to enable the SEC to discharge the awesome responsibility 
the Congress and the people of our Country expect the SEC to 
perform in protecting the rights of investors by insuring 
complete disclosure by corporations subject to the juris- 
diction of the SEC. In 1975, there were 3500 Broker-Dealers; 
by the end of 1979, there were 6300. In 1975, there were 



- 13 



Digitized by VjOOQ IC 



121 



3400 Investment Advisors; by the end of 1979, there were 
5600. In mid-1977, there were 25 billion shares listed for 
trading on the New York Stock Exchange; by the end of 1979, 
there were 30 billion. In 1975, there were 6.4 billion 
shares traded on all exchanges; by the end of 1979, there ; 
were an estimated 10.8 billipn. In 1975, there were 18.7 
million option contracts traded; by the end of 1979, there 
were approximately 66.9 million. In 1975, there were 1.4 
billion shares traded over-the-counter; by the end of 1979, 
there were 3.6 billion. In 1977, there were 2117 people 
employed by the SEC; in 1981 the projected number is 2105. 
How we expect the SEC to handle in 1981 its enormous workload 
With fewer people than it had five years ago is beyond my 
comprehension. My call is not for increased statutes or 
regulation but, rather, for increased funding to secure and 
retain the able manpower absolutely essential to the enforce- 
ment of the existing statutes and regulations. 

2. Turning to the private sector, it is imperative 
that we raise our voices and take such action as may appear 
constructive to insure the continued viability of the 
single, most effective vehicle which a stockholder has to 
protect his rights, namiely, the bringing of representative 
litigation, be it a derivative action or a class action. 
Too many of us have sat by idly, even declining to raise our 
voices, as restrictive decisions have come forth from 



14 - 



Digitized by VjOOQIC 



122 

particular cases %#hich evidence a lack of understanding of 
the efficacy of representative litigation. Too readily do 
we listen to voices critical of representative litigation 
and the lawyers willing to bring such actions. I know of 
instances where outspoken critics of representative litiga- 
tion have taken advantage on a personal basis of the fruits 
of such litigation while at the same time railing publicly 
against representative litigation and the lawyers who 
undertake such litigation on a contingent basis bearing, as 
they do, the risk of failure. Representative litigation 
remains "the policeman on the beat" and to the extent we 
permit an erosion of the effectiveness of representative 
litigation, we lessen our capability to enforce the standards 
of loyalty and the duty of care which should guide the 
conduct of those who would manage American business. 

At a time when we decry the influence of an all perva- 
sive government affecting all aspects of our lives, I cannot 
help but pause to wonder why we should seek to replace 
supervision by State law with a newly fashioned Federal 
structure lacking in precedent and of unproved value. Given 
our existing State laws, who among us is so bold as to 
guarantee us an improved status by the enactment of the 
proposed Act? Absent such an assurance, the proposed Act 
does not commend itself to me as warranting passage and I 
raise my voice in opposition to its enactment. 

Mr. Morris. Thank you, Mr. Chairman. I welcome the opportuni- 
ty to respond to questions which any member of the committee 
may have, indeed, of course. Senator Metzenbaum as well. Indeed, 
if it pleasures members of the committee to do so, to interrupt 
where they think a question occurs to them as I make my remarks. 

A few things should be emphasized from what I have S€dd in the 
statement. And a point or two which do not appear in the state- 
ment I should like to make mention of. 

First of all, the statement Fve submitted, and indeed the testimo- 
ny which I give here today, are not official statements of the 
Delaware State Bar Association's Corporation Law Committee. Our 
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committee has not addressed Senator Metzenbaum's proposed act, 
nor indeed has the committee taken a position upon it. According- 
ly, the statement which I've submitted and comments I make today 
must, I respectfully submit, be disassociated from the views of the 
committee as such. 

Having disassociated myself from the committee, perhaps I ought 
to add they might be most anxious to disassociate themselves from 
my views in that Fm one of these people who represent plaintiffs 
in derivative and class actions. 

In short, I start my oral remarks with commendation to Senator 
Metzenbaum for raising for discussion in the Congress of the 
United States legislation which is denominated, as this legislation 
is, protection of shareholders' rights, because that is a subject to 
which Fve devoted a professional career. 

It may be somewhat out of character for a person who serves as 
chairman of the Delaware State Bar Association's General Corpora- 
tion Law Committee to engage as I do in the work that I do. But, 
nonetheless, I suppose miracles do occur and that is a job that I 
have. 

The views that I bring and which I propose to share with the 
committee are ones that you do not find in my summary where I 
say that I do not approve of this proposed legislation. Having said 
that, I think that I ought to go on and explain in my oral com- 
ments something and some of the few things I emphasize in the 
statement that has been submitted. 

PRESENT STATE LAW INSUFFICIENT 

The proposed act has an implicit assumption in it as I read it, 
and that is that State law is presently insufficient to the task of 
corporate governance. That we need to enact a Federal minimum 
standard, that we have available to us a Federal definition of 
loyalty, a Federal definition of corporate affair that executives 
should look to to determine what action they take. If the assump- 
tion is premised upon Delaware law, as indeed I suggest respectful- 
ly it may be, then I suggest with fairness that one should examine 
the Delaware cases. 

In the statement that I've submitted at pages 3 to 6, I've cited a 
number of Delaware authorities, which respectfully I suggest to 
this committee support a standard of rectitude, a standard of duty 
of care, a standard of loyalty and impose it upon corporate direc- 
tors, which I suggest is every bit as strict, every bit as strict as that 
which is urged in the proposed act. 

The proposed act, to the extent it would engraft upon existing 
law a Federal standard, I suggest it would tsdke a generation to 
build a Federal body of law which would reach the same point 
where the law in my jurisdiction already is. In making that com- 
ment, I think I should fairly say that I do not view legislation as a 
panacea to all problems of our society. 

Senator Metzenbaum. Mr. Morris, you say Delaware law does 
provide a standard of care and that courts interpret the laws to a 
nigher degree. If Delaware law is that strict, why is it that the 
m^'or corporations and all those publicly held companies, with 
some exceptions, run to Delaware almost, as Mr. Cary described it, 
in a race to the bottom feeling that in Delaware you can do many 
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things you can't elsewhere? How do you account for that kind of 
situation? That is ahnost a contradiction in terms. Do you follow 
my question? 

Mr. Morris. I follow your question. Til give you my answer to it, 
sir, as b^t I can. My answer comes from the fact of my experience 
in courtrooms, both in my own jurisdiction and throug&nit the 
country. 

When I look at the collapse of U.S. Financial, based in Califor- 
nia, did business throughout the country, was a listed security on 
the New York Stock Exchange, when I look at Clinton (Ml, a 
litigation that, well, U.S. Financial, I settled on the eve of trial. 
Clinton, I was 3 weeks into trial on that one. U.S. Financial recov- 
ery was some $50 million. Clinton Oil was a recovery of some $10 
million. 

Senator Metzenbaum. But one was settled. 

Mr. Morris. Most cases, and it's a point I make in my statement, 
Senator, most cases indeed are settled. If I had to try every single 
case to its bitter end, I suggest to you respectfully I couldn't do as 
much in the way of accomplishment for my clients and stockhold- 
ers, as they are in most instances, as I can by way of settlements. 

The proposed act impacts upon my capability of achieving that 
And in the following way. Namely, I do not know of directors and 
officers whom I sue who rush to tell their lawyers to settle cases 
with me. Equally certain I am that lawyers who are on the other 
side do not rush to their corporate clients, their directors and 
officers, and say, "Go and settle." 

They only do so, only do so, respectfully, by reason of the fact of 
the rules of the game; of the rules of the road that govern how they 
travel upon them and how I must travel. By reason of the fact of a 
body of decisional law which exists, Tm able to compromise more 
ciases, far many more cases than those that I try. Deprive me— 
excuse me, sir. 

Senator Metzenbaum. These are only certain minimum stand- 
ards. These only say, if State law was stronger than the Federal 
law they would prevail. 

Mr. Morris. Respectfully, what you just said is only applicable to 
such things as audit committees, such things as nominating direc- 
tors. But your section 4, which includes duty of care and stwdards 
of loyalty, is an exception to that and gives independent separate 
jurisdiction, and to Federal jurisdiction as to those issues. It idso 
tells me that I, because the jurisdiction is not exclusive, and I go 
now to section 10 of your proposed act, tells me I can also sue in a 
State court. 

Senator Metzenbaum. Mr. Morris, I just say to you that, as I 
said to the two previous speakers, and as I s€dd in my opening 
statements, this legislation is not carved in concrete. Jf there is 
something about it that you think reduces or produces or creates a 
problem of that kind, then come, let us reason tc^ether and we will 
work out the language. 

Mr. Morris. Fme. 

Senator Metzenbaum. You know my objective. It isn't to reduce 
the standard of care, but rather to require the States to increase 
the standard of care. 



Digitized by VjOOQIC 



125 

Mr. Morris. Standard of care, standard of loyalty. Respectfully, 
Senator, we are trafficking in words. What both you and I, and I 
commend you and I am delighted you have done what you have 
done, because you have caused people to think about it, both of us 
have one objective. I am down in the trenches tr3dng to effect 
recovery on behalf of plaintiffs who are stockholders or former 
stockholders who have lost money. You in the Halls of Congress 
are sajring "I think those people need protection." 

Now what I think we are about to discuss is where we part 
company when I appear at the invitation of the chairman, for 
which I am grateful, and discuss well, "Why is it that this proposed 
act doesn't, in my judgment, from where I sit representing these 
people, do the job?" 

MINIMUM STANDARDS 

This is what I am tr3dng to answer. But I want to deal with what 
you last said, because what you last commented upon when you 
said "These are only minimum standards," but I am going to have 
to deal with them. Why? Because it's a new set of standardis. A new 
set. When you say as you did before that, well, this new set is just 
going to be, how did you put it, a minimum set, that is not true 
because the standards which are in section 4 are the exception to 
the exception in section 3 of your proposed act. And under section 
10 of your proposed act, when I go into State court, you have 
carved out a new Federal cause of action. 

You have said that you are not going to have any more Federal 
employees to enforce it. You are going to leave it to the likes of 
guys like me out there to do it. Which is all right. But I am telling 
you, you are not helping me. Why aren't you? Because when I go 
mto the State court or go into a Federal court, the judge I appear 
before is going to have to look at it and say, "Well, now, what do I 
do with it? I have to evolve the standard of care." And I suggest to 
you respectfully. Senator, I am going to be 3 years down, first of 
all, dealing with the subject matter in a State court where, I am 
going to come to jurisdiction in a moment, when I am in that State 
court and you have experience as a lawyer so you know, if you 
have it on the plcdntifif s side, you know the defendants don't want 
to get to the merits. If they can put me off from it, they are going 
to do it. They will use any device they can come up with, ff you 
want to hear war stories, I will tell them to you. 

But the fact is, what they will do is first say, "Well, wait a 
minute. You can't use the Delaware stand£u*d of care any more. 
You have to look to this new Federal standard," if, of course, it is 
an affected corporation as defined in the proposed act. If it is an 
affected corporation, they are going to wheel and deal. They are 
going to put me all through the jumro while they go where? First 
to my tnal court level, and say, "There is no jurisdiction here 
under Delaware law, we have to come up with these new Federal 
standards. And we ask your honor to disregard " 

Senator Metzenbaum. Should we give you a choice? What if we 
gave you a choice? 

Mr. Morris. But this one doesn't do it. 

Senator Metzenbaum. What if we did? 

Mr. Morris. If you did give a choice, and Senator, the competen- 
cy of lawyers on the other side is just awesome. Ordinarily, I have 
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a whole slew of them over there and I am just over here. And they 
are far brighter than I am. They are gomg to take that argu- 
ment 

Senator Sarbanes. I am not sure we should allow that last 
comment to pass without putting a big question mark over it 

Mr. Morris. Oh, your honor, I am just a plaything for these 
fellows. 

Senator Metzenbaum. Senators aren't your honors. 

Senator Sarbanes. We will take any honor you can get. 

You go on. 

Mr. Morris. Mr. Chairman, I didn't mean to denigrate you at all 
by awarding you the highest honor I can think of, because I appear 
before judges all the time. 

May I talk about another feature, not to run away, but really to 
confront what I think is a risk that is there under the proposed act. 
Namely, and here I am going to just take but a few minutes to talk 
about a case. I talk about it in the statement. But it is so recent 
and it was argued only within the past 10 days, I think. Well, the 
Maldanado v. Flynn case where a recent device which over the last 
4 or 5 years has come into being, came under the scrutiny of our 
Delaware court quite recently. 

The device was this. Members of the board of directors are sued, 
and they then not liking the suit in the derivative capacity, pro- 
ceed to name new directors, or they will name a committee and ask 
that committee to make an independent iudgment, a business judg- 
ment is what they C£dled it, as to whether or not that derivative 
litigation has merit and should be prosecuted. That issue was con- 
fronted by at least [the lights in the hearing room were turned on 
at this point in the testimony] I knew there would be light shed 
while I spoke. That issue was confronted by a number of courts, 
particularly Federal courts. Uniformly, these Federal courts said, 
Well, it's a matter of business judgment." Either these courts 
didn't see through this, or the advocacy was strong, and I dare say 
it was. The result of the Federal court decisions, I think I cite nine 
of them in my paper, and I think seven were Federal judges, the 
Federal view was, ''Well, that was perfectly all right." If a commit- 
tee viewed this matter as business judgment, and the committee 
was independent, or disinterested, then the committee proceeded to 
recommend the derivative action be dismissed. 

I think Vice Chancellor Hartnett was so sound in ruling as he 
did that he would not permit that result to obtain, nameW, that 
the people sued would be able to name their own tribunal. That he 
just overruled them. What he S€dd, it's the only time I am going to 
read from this document, he said, "Under our system of law, courts 
and not litigants should decide the merits of litigation." 

The reason I cite to that particular instance is that if we were to 
assume that we had Federal standards of care and Federal defini- 
tions, and if we were dealing with an affected corporation, that 
issue would be one that if it were to have been decided and held 
the way Federal courts have defined it, derivative litigation would 
be at an end. 

Having made that bold stetement and having you question it, 
and say. "Well, gee, that one decision? Why? Because every time 
directors or officers would be sued, they could fashion themselves 
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an independent committee. It happens all the time. If the members 
of the committee think that I am going too far in saying that the 
Maldanado decision on the Federsd level would have sounded the 
doom of derivative litigation, then I suggest you only need look at 
last Friday's Wall Street Journal. Someone else, I think Senator 
Metzenbaum, may have referred to it as radical. The Wall Street 
Journal this past Friday commented upon the Maldanado decision 
in Delaware as being in effect, if it is followed, then these Federal 
cases will not obtain and the Federal trend, Federal result of doing 
in derivative litigation, will have been thwarted. 

INCREASE FUNDING OF THE SEC 

I don't want to use more of my time and I don't want to take up 
the time of others, but I conclude the statement that I submitted 
by referring to the — to several suggestions, a couple of them 
anyway, about increased funding of the SEC. I think that is impor- 
tant to do. I have put in my paper certain figures which when you 
think about them and think about the task that the SEC must 
confront, with a tremendous increase in workload, and we are 
asking the SEC to do the job of enforcement with less people than 
it had 5 years ago, I think that is an unfair piece of goods. 

I realize we are in a time of wanting accountability as we use 
Federal funds. I realize that increasingly there is criticism of how 
money is spent on the Federal level. But I know of no more 
worthwhile use of dollars in terms of securing corporate account- 
ability than making certain that we have an effective SEC, an SEC 
that can enforce the laws, an SEC that is able to attract good 
people, and more important and just as important, able to retain 
good people in those jobs. 

I also wrote in my statement about the viability of the derivative 
suit, and I ask that we speak out in support of it. If I may conclude 
by turning to another document, if I may just read from it, this is a 
study that was prepared some 30 years ago. And it has a conclusion 
to it which I thmk has borne up under time. It reads as follows, the 
paper concluded, if I may read from this briefly: 

One basic assumption is made in this conclusion. It is that minority shareholder 
suits are a good thing. It may be conceded that abuses have accompanied the 
exerdse of the right of the minority shareholders to sue. But the elimination of the 
abuses which have developed at the expense of destrojdng the right of the share- 
holder to sue seems ui^ustifiable in view of the fact that the shareholder's minority 
suit is the only really effective means a shareholder has to control company man- 
agement. It is especially important at this time when there exists a broadened base 
(n corporate ownership and when management is becoming more and more diversed 
from ownership that the ability of a shareholder to gain redress for himself and 
others from the wrongs of corporate management be unimpaired if not strength- 
ened. It is in this light that the recent example in England be observed. 

This is from a paper entitled ''Minority Shareholder Suits in 
England." Submitted, honors program work for Mr. Bitker, spring 
term, 1950, at my law school. I wrote it. I am pleased to repeat it 
now some 30 years later. 

Senator Sarbanes. Mr. Morris, let me just — Senator Biden had 
indicated to us a couple days ago that he wanted to have the 
chance to come when you were going to testify and say a few words 
about your extraordinary record. 
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We moved you up ahead of the other panels that you were 
scheduled to follow. 

Senator Biden was tied up but he is here with us now. I think if 
we could just defer for a moment or two, we would like to hear 
from him because I know he wants to say a few things to us. 

STATEMENT OF JOSEPH R BIDEN, JR, UJ3. SENATOR FROM 
THE STATE OF DELAWARE 

Senator BmsN. I apologize for the interruption and thank the 
committee for the courtesy. 

As the chairman knows, we are marking up a bill in the Foreign 
Relations Committee. That is why I was not here. 

But, Mr. Chairman, I am used to following 

Senator Sarbanes. It's our fault, because we moved Mr. Morris 
up well ahead of when he would have testified. 

Senator BmsN. It's not an uncomfortable or unusual position. I 
am used to following Mr. Morris. I have been doing it for some 
time. Nothing's changed since I have been admittM to the bar. 

You have already had an opportunity to hear Irving Morris. I 
would just like to echo what you have stated very briefly a moment 
ago. 

He has an outstanding record. He is considered one of the finest 
attorneys in the State of Delaware. He has a national reputation. 

And a man who is eminently sound. His activities have not just 
been confined to the area in which he is testifying. He is a man 
whose reputation and involvement in community affairs and civic 
activities are broad and long. 

I will not further delay the opportunity to question him on his 
statements but I just want you to know that I think that the 
committee is very fortunate to have a man of his caliber and 
understanding of the law and the pcuticular subject matter which 
he has a longstanding and continued interest and expertise in. 

I also happen to think that his judgment on these matters is also 
pretty sharp. But I won't get into the merits of his positions, just 
the quality of his ability to come forward and make ms case to you 
today. 

I am proud to be associated with him and apologize for coming in 
late. As I said, it's not an unusual position for me to follow Irving 
Morris. 

Mr. Morris. Mr. Chairman, I, as a witness, am willing to defer 
any additional time to Mr. Biden if he wishes to continue in the 
S€une vein. 

Senator Metzenbaum. Mr. Chairman, I appreciate your conduct- 
ing this hearing. 

I am going to have to excuse myself due to a previous commit- 
ment. 

I appreciate having Mr. Morris. Professor Ruder out there re- 
cently took my ears off in a tennis court. And to the other three 
who are testifying, Mr. Nader, Mr. Gilbert, and Mr. Green, I apolo- 
gize that I won't be able to hear their testimony. I will read it^ you 
may be certain. 

'Hiank you very much. 

Mr. Morris. Mr. Chairman, may I ask deferentially if Senator 
Metzenbaum will hold for 10 seconds? 
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Senator M etzenbaum. Of course. 

Mr. Morris. Senator, I know that you made the offer, as you did, 
to the men of the Roundtable for them to ask you, you would be 
willing to come forward. 

May I offer you the services that I know many people, including 
myself, who work in the area we do, are willing to be helpful if you 
see the need of calling upon us. 

Senator Metzenbaum. I thought I was indicating that if there 
were some changes you thought should be made, I would be very 
receptive. 

In fact, I will go further in view of your suggestion. While you 
are here, I would suggest that you speak with a member of my 
staff, Mr. Herman Schwartz, who is chief coimsel. 

I am sure he will be very happy to meet with you so you won't 
have to make an extra trip back. 

I want to thank you and each of the other witnesses. 

Senator Sarbanes. Mr. Morris, we want to thank you for some 
highly enlightening testimony, I guess particularly the warning 
that what may appear as a sword to be used by one side might end 
up being a shield used by the other side. 

I guess that is the kind of warning you are giving us here this 
morning. 

Your full statement will be included in the record. The subcom- 
mittee was very pleased to have you here today as a witness. 

Mr. Morris. Mr. Chairman, I thank you. 

Senator Sarbanes. Yes, indeed. 

If Professor Schwcutz and Professor Ruder and Professor Neus- 
chel will come forward, we will be happy to hear from you. 

STATEMENTS OF PROF. DONALD SCHWARTZ, ASSOCIATE DEAN, 
GEORGETOWN UNIVERSITY LAW CENTER; PROF. DAVID 
RUDER, NORTHWESTERN UNIVERSITY LAW SCHOOL; AND 
PROF. ROBERT NEUSCHEL, NORTHWESTERN UNIVERSITY 

Professor Ruder. Thank you. 

Senator Sarbanes. Gentlemen, if you have worked out some 
order in which you would like to proceed, we would be happy to 
accept that. 

If not, I think we could begin over here on the right and go to 
the left. Maybe as a harbinger of things to come. 

Professor Ruder. All right, I will bci^in, Mr. Chairman. 

My name is David Ruder, I am dean and professor of law at 
Nor&westem University School of Law. 

I have submitted my written statement to you, and will keep my 
oral remarks short. 

This field has been a subject of study by me for some 19 years. In 
addition, I have been working on a number of committees which 
have interest in this field, including the Committee on Corporate 
Laws of the American Bar Association, of which I was a member 
for 5 years. That committee is charged with keeping the Model 
Business Corporation Act up to date. It is composed of lawyers 
drawn fix)m all over the country who meet five times a year, 
usually for 2 days, to consider possible changes in the Model Busi- 
ness Corporation Act. 



Digitized by VjOOQIC 



130 

Irving Morris, who just appeared before you, is currently a 
member of that committee. I no longer am serving, but draw on 
the experience which I had on that committee. 

In June of 1977, I testified before the Subcommittee on Citisens' 
and Shareholders' Rights and Remedies of the Committee on the 
Judiciary on the subject of the role of the shareholder in the 
corporate world. 

FEDERAL LEGISLATIVE INTERVENTION 

In my 1977 testimony, I concluded that except in the limited area 
of protecting minority holders of corporate shares from overreach- 
ing by the majority, there is no justincation for Federal legislative 
intervention in the system for governance of American corpora- 
tions. I continue to subscribe to that view. 

I think it is important to distinguish the criticisms which are 
launched at the corporate system. One of them is that the corpo- 
rate managers don't fulfill their responsibilities to the public. An- 
other is that control of large corporations has passed from share- 
holders to corporate managers with the result that the sharehold- 
ers are disenfranchised. The third is that in some respects, corpo- 
rate managers are abusing their power. 

I regard the proper response to all three of these criticisms to be 
that none of them justifies Federal legislative intervention. 

With regard to corporate responsibilities to the public — which 
this bill does not cover, but which another bill in the Congress does 
cover — it is very important to understand that the primary goal of 
corporations is to make profits, and that Congress and the various 
States have enacted legislation placing specific constraints on cor- 
porations in pursuing those profits. To require corporations to 
pursue public goals other than those required by specific legislation 
would interfer with profitmaking decisions and would confuse the 
operation of corporations. 

With regard to shareholder democracy and the alleged disenfran- 
chisement of corporate shareholders, I think that in large corpora- 
tions the charge is true. That is, that the small public shareholder 
is not able to control the corporate voting machinery. Proxy mech- 
anisms are not satisfactory to allow direct shareholder control, and 
for that reason the boards of directors of the largest corporations 
are virtually self-elected. This problem has existed for many, many 
years and was identified in the legal literature in the early 1930's. 

The problem has been cdleviated somewhat, since at the SEC 
level shareholder proposals are permitted by rule, and since corpo- 
rations are currently showing much greater willingness to listen to 
complaints and suggestions. 

I may add that in stud3ring the shareholder democracy problem 
for many years I have not been able to find any solution which 
would permit the voting control defect to be overcome which does 
not carry worse defects of its own. 

More interesting to me is that I have seen no showing made that 
the shareholders of America are interested in greater voting rights. 
Neither the smaller shareholders nor the larger shareholders 
seems to be very interested in voting. They are more interested in 
profits, dividends, and share prices. 
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In the area of abuse of power, one question concerns the duties 
owed by corporate directors to their corporations and to sharehold- 
ers. With regard to shareholder protection, I believe that the law of 
the States is satisfactoiy. I agree with Irving Morris' analysis of 
the Delaware law. Particularly in the recent cases which I list in 
my prepared statement, Delaware has made it clear that adequate 
protections for shareholders exist. 

I would like, if I may, to make an additional response to that 
made by Irving Morris to Senator Metzenbaum's question about 
whv large corporations incorporate in Delaware. 

Two additioncd reasons appear. First, Delaware has a very well- 
established body of law deeding with corporate fiduciary relations, 
both the duty of loyedty and the duty of care. It is import€uit for 
corporations to be able to operate in a legal system which will 

Erovide predictability with regard to the interpretation of existing 
iws. Corporations and their legal advisors are quite anxious to be 
in a jurisdiction in which the law is well-developed. 

The second additional reason is that there is a well-drafted in- 
demnification provision in Delaware permitting the directors and 
officers of corporations who act in good faith to be indemnified by 
their corporations in the event of suit. 

In deeding with the contention that there should be Federal 
l^islation, I would like to insert a philosophical note. Despite the 
positive impact of Government regulation in many fields, it is 
important to recognize that no system can be devised which will 
guarantee perfect conduct by all members of society, whether they 
be individuals or corporations, without unduly stifling competition 
and without creating hardship and unfairness in many cases. 
Those who advocate Federal legislation today seem to be searching 
for some sort of perfect corporate regulation which, even {f 
achieved, would have undesirable side effects. 

I have some specific comments regarding the bill itself, but it 
might be useful for me to reserve comment. Perhaps we could deal 
with some of the specific comments in what I understand has been 
billed as a panel discussion. 

Senator Sarbanes. Fine. Thank you very much. Professor Ruder. 

Your entire statement will be included in the record. 

Professor Ruder. Thank you, sir. 

[Statement follows:] 
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Pr«pMr«d stattMot of Dsvld 8. ihidoj:, Dmb, HortlraMtoni Vaivsnity 
Sdiool of Uv oo S. 2567, The Protoctioo of Sharaboldon ftlfhts Act 
of 1960, bcforo tho SabcoflBlttoo on SocuritUs, Cwitt— on Baakli[«, 
Housing, And Urban Affairs, Unltsd Statss Sanata, Uashlngton, D. C, 
19, 1960. 



I. IMTEODOCTIOII 

Mr. Cbairaan and aeabars of tha coHd.ttaa, wy naM is David 
S. Rudar. I tm Daan and Profaaaor of Lav at Horthwastam Univarsity 
School of Law in Chicago, Illinois. For tha past ninataaa yaars I 
hava baan taachlng in tha f iald of corporata and saeuritias law at 
Nortfawastam. In ny rasaarch, writing, and public spaafcing I hava 
baan activaly involvad in conaidaring aharaholdars rights, corporata 
govamanca, corporata raaponaibility to tha public, and fadaral 
chartaring. . I aarvad as ona of the draftars of tha racantly publishad 
"Corporata Diractor's Guldabook," which waa praparad by tha Subcoaaittaa 
on P^inctiona and Rasponsibilitiaa of Diractors of tha Corporata Lpra 

fnilttaa of tha Sac^tion of Corporation, Banking and Businass Law of 

2 
tha M^rican Bar Aa^ociatloa. Fron 1974 to 1978 I sarvad as a aaabar 

of tha Section's Corporata Laws CoiMittaa, which U chargad with tha 
raaponaibility for keeping the Model Businaas Corporation Act up to data, 
and fron 1970 to 1974 I served as a «airi>er of the Council of the ABA Cor- 
porate Section. I an serving as a conaultant to the American Law Institute's 



1. See Ruder, Public Gbligationa of Private Gorporationa, 114 U.Pa. 
L. Rev. 209 (1965) and Ruder, Corporate Governance: An Analysis 
of Duties, Attacks, and Raaponaaa, 4 Dal. J. Corp. L. 741 (1979). 

2. 32 Bua. Law. 5 (1976). 
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F«d«ral S«curitl«s Code Project, with particular rMponslblllty 
for the civil liability portions of the proposed code. In 1977 
I ssrved as Reporter £or a synposiua sponsored by the Business 
Soundtsble held at the Harvard Business School on "The Role and 
CoBposition of the Board of Directors of a Large, Publicly H^d 
Corporation." I aa a muber of the Conmittee on Federal Regulation 
«f Securities o| the ABA Corporate Section. I also sepre aa a 
«BBber of the Legal Advisory Coanittee to the Board of Directors 
of the Mew York Stock Exchange. In June of 1977, I testified before 
the Co— 1 ttee on Citizens and Shareholders Rights and Remedies of 
the GoHBittee on the Judiciary, United States Senate, on the subject 
'*The Role of the Shareholder in the Corporate World." 

In ay 1977 testimony I concluded that except in the limited 
aree of protecting minority holders of corporate shares from 
overreaching by the majority there is no Jgatlfication for federal 
legislative intervention in the systsm for governance of American 
corporations. I continue to subscribe to that view, which ia more 
fully set forth in ay prior testimony. 

II. CBITICTSMS AND RESPOHSES 

Criticism of the American system of corporate governance has 
tended to identify three areas of concern: 1. that corporate managers 
fail in their responsibilities to meet obligations to employees, consumers. 



3. The Role of the Shareholder in the Corporate World, Hearings before 
the Subcommittee on Citizens and Shareholders Rights and Remedies 
of the C ommittee on the Judiciary of the United States Senate, 
95th Congress, First Session, Part I, pp. 47-65 (June 27-28, 1977). 
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and the general public; 2. that control of large corporations 
has paased froa shareholders to corporate Managers with the result 
that shareholders are being denied their voting rights; and 9. 
that corporate nanagers are abusing their power. In wf view, none 
of the criticisas justifies federal legislative intervention. In 
large part the criticisas are directed at problsas which either 
do not exist or for which broad solutions are not being deaanded 
by the public. To the extent that criticisas are valid, both the 
Securities and Exchange Goaaission and the private sector are taking 
strong corrective stepe. In one area, protection of ainority 
shareholders, the law of the State of Delaware has been interpreted 
by the courts to aake clear that sufficient protections are present. 

A. PUBLIC RESroMSIBILmE& 

In considering the contention that corporate aanagers fail 
in their responsibilities to meet obligations to eaployees, consuaers, 
and the general public, it is inportant to reaeaber that the existence 
of the profit aotive is an essential ingredient of the corporate fora 
of operation. For the most part, substitution of the public interest 
aa an internal corporate goal would unduly interfere with corporate 
decision asking aiaed at producing profit. 

Specific legislation rather than interference with corporate 
internal affairs should be the prinary means of developing public 
policy. Of course, public goals can be pursued by corporations to 
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the extent that such goals are consistent vlth long tern corporate 
profit Botlves. In fact, public goals and private corporate goals 
are usually consistent. Corporate activities in coBpliance with the 
lav are in the public interest and are conpatible with long tem 
profit aotives. 

B. SHAREHOLDER DEHOCRACY 

Advocates of shareholder democracy are correct in pointing 
out that in aany large corporations control is exercised through 
the proxy solicitation mechanism which in turn is vested in the 
board of directors. The directors - and management - clearly enjoy 
a tremendous advantage over outsiders. Despite the existence of 
this fact, no showing has been made that either the Mailer shareholders 
or the financial institutions which have larger holdings are 
demanding better voting rights. The Uall Street Rule : "If you 
don't like manageoient sell your stock," seems to work well for the 
•mall shareholder and the large one. 

C. ABUSE OF POWER 

Some corporate critics seem to suggest thet state laws do not 
adequately protect against conflict of interest transactions by 
officers, directors and majority shareholders. As I indicated in 
my prior testimony, I believe this criticism is wrong. With regard 
to criticism of Delaware law, both attention to prior Delaware law 



4. Gary, Federaliam and Corporate Law. Reflections Upon Delaware . 
83 Tale L. J. 663 (1974). 
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and dcvttlopHcnts In rttcmt c«sm Indicate that ada^uata protaetiona 
for ninorlty aharaholdara ara praaaat in Dalawara* 

Soaa crltlca contand that the corporata ayataa haa failad ta 
guard agalnat abuaa of powar. Tha critlciaa la that corporationa do 
not bahava raaponslbly, aithar bacauae they violata tha law or bacauaa 
thay do not take into account the effect of their activitiaa on other 
groupa, including conauaara, conunitiea, and tha general public. 

With regard to coapliance with the law, the charge ia alaply 
not true. My Judgenent mm an observer of corporations and corporate 
legal coapliance prograss for alaost twenty yeara, ia that 
corporations spend enonous aaounta of peraonal and financial reaourcae 
in atteapting to coaply with varioua atate and federal ragulationa. 
Given the sanctions available to the govemaent and to private litiganta. 
corporations are well advised to nake every effort to avoid violationa 
of the law. Indeed, lawyers adviaing corporationa about how to coaply 
with the law provide an laportant service to the American public. 



5. See Araht, Keply to Profeasor Gary, 31 Bua. Law. 1113 (1976) and 
recent c^aea, InelucilQ^ Slt^ger v. HagTiavox Co,^ 380 A, Zd %9 

(Del, 1977), Tanker v> Internee IqoaI General ItuJuatrg ^ 379 A. 2d* 1121, 
(Del. 1977), Kjeap v. Angel, 3B1 A* 2d 2^1 (Del Ch, 1977) ^ Tou^ 
V. Valhl , 382 A. 2d 1372 (I>el Cb* 1978), end Roleiidlnt/l Corpt 
V, Naljar . 407 A, 2d 1032 (Del, 1979), 

6. I have loDg been associated with the Corporate Couoeel Institute, 
a CQEiference held annually since 1962 mt t^orthvestern University 
School of Lev for the purpose of aaslnclag corporate leiryefs In 
lev compliance* See also Ruder, A Suggest Ion fat Ine teased Uga erf 
Corporate Law DepartaiePte In Modem Corporations , 23 Bus. TjJw^ 

. 341 (1968). 
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One philosophical note might be inserted here. Despite the 
positive impact of government regulation in many fields, it is 
iaportant to recognize that no system can be devised which will 
fuarantee perfect conduct by all members of society, whether 
they be individuals or corporations, without unduly stifling 
competition and without creating hardship and unfairness in many 
cases. Those who advocate federal chartering today seem to be 
searching for perfect corporate regulation which, even if achieved, 
would be likely to have these undesirable sidei effects. 

In any event, there are many indications that the corporate 
community has reacted extremely well to the criticism that It has 
not been responsive to the public interest. As will undoubtedly be 
reported by others, there has been a strong and positive response 
in the private sector demonstrating that the largest corporations 
are seeking to meet public obligations. Consider the following: 

1. TVo publications by the American Bar Association 
Committee on Corporate Laws designed to assist corporations 
in establishing meaningful oversight: 

a. Corporate Director's Guidebook 

b. The Overview Committees of the Board 

g 
of Directors 

2. A policy statement by the Business Roundtable 
urging independent boards of directors: The Role and 



7. 33 Bus. Law.1591 (1978). 

8. 35 Bus. Law.1335 (1980). 
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Conpogltioti of the Soard of IHrfctOTy of thg l^nm 

3 
Publicly Owied CorporatioO t 

3 • Corperat^ Governance Survey of Oorporata Board* , 

Structure and CotipoBitloii - a raport publishad in Januazy of 

1979 prMantlng tha findlnga of a JolBt Hav York Stock 

Exchanga - M^rlcan Soclaty of Corporata Sacratariaa aurvay 

raportlng atrong Incraaaaa in tha nuabar of Indapandant diractora 
and tha mabar of corpora tlona having audit » coapanaation and 

nominating coanittaaa. 

The privata aaetor ia raaponding wall to crlticiaaa laviad at 
it, and I beliava it ahould be allowad to continna Ita raaponaa without 
lagialativa intarfarance. 

Lagialation would also be inappropriate given the vigoroua 
rasponsea by the Securities and Exchange CoBBiaaioo and ita apokaaiMn. 
In 1977 the Coamiasion initiated a broad re-rxanl nation of ita rulaa 
relating to corporate governance, holding heart nga in Uaahington, D.C., 
New York City, Los Angeles and Chicago. Ita progran recently raaultad 
in the publication of a Staff Report on Corporata Accountability, 

listing remedial steps taken by the Coonission and aaking reconmendationa 

12 
for the future. 



9. 33 Bus. Law .2083 (1978). 

10. Quoted in 35 Bus. Law.1335, 1366 (1980). 

11. Sec. Exch. Act Rel.34 - 13482 (April 28, 1977). 

12. Staff Report on Corporate Accountability. Division of Corporation 
Finance, Securities and Exchange Commission, printed for the use 

of the Committee on Banking, Housing and Urban Affairs, United Statea 
Senate (September 4, 1980). 
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The Conmlsslon described its program as follows: 

Based on its review of comnents and testimony during 
the pTdceedlag And its experience in administering 
and eafdtciag Che federal securities laws, the Conmission 
dece mined that ahAreh<9ldeTa D««de<l additional information 
abouC the a true Cure, compos It ion and functioning of boards 
of directors Accordingiy in 1978, the CotMis&lan pro- 
posed and adopted rules intended to provide such Informa- 
tion to shareholders The final mles require disclo- 
sure of (1> certain economic and personal relationships 
between directors or director nDmioees and an Issuer or 
its msns^eineot (2) the existence and functioning of 
audit, nominating and compensation co^ittees^ (3) attend- 
ance of directors at board snd^conAlttee meetings; and 
(4) resignations of directors. 
*** 

The second rulemaking initiative responding to the 
Igbuss raised in the hearing occurred In 1979, when the 
Coimiisslon proposed and ^opted rules lateckded to provide 
greater opportunities for shareholders to exercise their 
rights of ownership and to obtain information and advise 
with respect to natteTs on which they vote. The final 
rules require, in part, that each shareholder be provided 
with a form of proxy which (1) indicates whether the 
proxy is solicited on behalf of the board of directors; 
2) permits Bhareholders to vote on director nominees 
IndlvldusUy and (3) gives shareholders a means to abstain. 
on each matter to be voted on other than elections to office, 
lbs rules also require disclosure of election results in 
certain circumstances. 

This attention to the subject of corporate governance by the 
Securities and Exchange Conmission provides further reason why additional 
legislation is not needed. With a highly responsible agency, the 
Securities and Exchange Commission, undertaking responsibilities in this 
area, the need for addition legislation is not demonstrated. 



13. Id. at 30-31. Commission footnotes: 

"3. Securities Exchange Act Release No. 14970 (July 18, 1978) and 
Securities Exchange Act Release No. 15384 (December 6, 1978). 

4. Securities Exchange Act Release No. 15384. 

5. Securities Exchange Act Release No. 16104 (August 13, 1979). 
Final Rules vere announced in Securities Exchange Act Release 
No. 16356 (November 21 1979) " 

In addition^ of course » Congress has passed, and the Commission is 
enforcing the Foreign Corrupt Practices Act, Pub.L. 95-213, 19 Stat, 
1494 (Dec. 19, 1977);SecElon 13(b>(2)(A) and (B) and Section 30(a) 
of the Securities and Exchange Act of 1934. 
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III. DETAILED RESPONSE 



Set forth below crc brief, detailed reeponeee to vcrious 
sections of S. 2567. 



Sec 2. (Findings) 

Findings (2), (3) and (4) are not supported by fact. 
Sec. 3. Application and Relation to State Lav 

The jurisdictional language needs exaaination. 

Sec. 4. Duties of Corporate Directors 

Subsection 4(a) states a duty of loyalty owed by a director. 
For the nost paTt thlc duty of loyalty to treated on a case by 
cdse bAsia by sC4te courts because of the difficulties of stating 
the duty in a smniier vhlch vlll not Inipacc miiAtrly 
on directoTfi Voting procedures are treated XcglBlatively in 
Delaware General Corporation Lsv, Sect too 144 (a}, Nav york 
Btisiness Corporation Act» Section 713, California Corporation 
Code, Section 310 and Model Busineas Corporation Act Section 41. 
Given the extenBlve concern at state lave la for duty of loyalty 
situatlona and state declalotia to avoid detailed drafting in 
these areas, detailed federal legislation should not be adopted. 

Subsections 4 (b)t(c),and (d) , sijbscaatlally restate parts 
of Section 35 of the Model Bualnesa Corporation Act vhlch was 
revised by the ABA Committee on Corporate Lava effective Septeaber 
21, 1974 and has aince been adopted In several statea. The Model 
Act provlalon eflaentlally reatstes the conmon law of the various 
states. Duplicative federal legislation is not needed. 

Subsection 4(e) restates .the law of several Jurisdictions 
regarding the rights of a director to be informed. Duplicative 
federal legialation ia not needed. 

Sec. 5. Independent Board of Directors 

Subsection (a) mandates an independent board of directors. 
Although the concept of an independent majority for the board 
of directors of a large publicly held corporation is soxmd, a 
legislative mandate creates an inflexibility vhlch does not 
recognize poEslble exceptlone For this reason and because the 
majority of affected corpora tlona already have independent 
majorities, the proposal should be rejected. 
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Subsection (b) sets forth the requirements for Independence In 
terns which «re too restrictive. See the Corporate Director's 
Guidebook, 33 Bus. Law 1591 (1978) for a better approach to the 
independence problem. 



Sec. 6. Audit Coimlttees 

The requirement that an audit committee be established Is 
not objectionable, but It duplicates a requirement adopted by 
the New York Stock Exchange as a conditloti for conciiiued listing. 
In any event, the statement of functions in (b) is far too 
«letalled. The Securities and Esfchan^e Gcmmisaion has not seen 
fit to set forth duties of the audit committed. A legislative 
standard would create undue Inflexibility. The section should 
not be adopted. 

Sec. 7. Nominating Committees 

This section would dramatically change the method of selecting 
directors by transferring nominating power from the entire board 
of directors to a committee. No good reason exists for effecting 
this change, which should be rejected. 



Sec. 8. Shareholder Nominations 

The theory that shareholders should have the right to 
nominate directors la £ood but the met bod of accovpIiBhing 
this result is subject to canelderable doubt^ particularly 
with regard to costs Involved. The Sccoritiea and Exchange 
Commission is giving considerable attention to this problem in 
its Staff Report on Corporate Accountability. 



Sec. 9. Cumulative Voting for Directors 

Mandatory cumulative voting has long been a subject of 
cont;ov«rey. Although it helps to assure minority representation 
on the board of directors. It sometimes results in extensive 
partisan argu&ent at board meetings, it acts as a block to 
trasflfere of control, and it creates undesirable side effects 
by iticerfering with other aspects of corporate operations such as 
provtslans for staggered boards of directors or for non-voting 
shares. The better view is to permit cumulative voting on an 
optional basis. 

Sac. 10. Shareholder's Action 

This proposed section would apparently place the decision 
to sue to enforce this leglalatton in the handu of a single 
shareholder rather than in the board of directors Extensive 
law exUts with regard to shareholdtr derivative litigation 
and that law is currently being critically examined by courts 
and coMtntators. Litigation control is extremely important 
to good corporate management, and an tmrea trie ted right to sua 
to enforce obligations to the corporation should not ba sivao 
to each individual shareholder. 



'^^^ 5- «««*•' »ov«b*T 19,lS«i 
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Professor Neuschel. Mr. Chairman, I appreciate verv much the 
privilege of being here. My name is Robert Neuschel. I am profes- 
sor of corporate governance at the J. L. Kellogg Graduate School of 
Management at Northwestern, and in that capacitv I engage in 
research on corporate governance, particularly boards of directors; 
I also teach corporate organization and strategy at the graduate 
level. 

I should also mention that I recently retired as a senior pcuiner 
of McKinsey & Co., which is a large firm of international consul- 
tants to top management. During my 30 years there I worked 
extensively with the managements of large corporations as well as 
their boards of directors. 

STUDUSS OF BOARDS OF DIRECTORS 

In making my comments today I want, in order to establish some 
credibility, to tell you very briefly about an important study which 
we are just completing at the J. L. Kellora^ Graduate School of 
Management at Northwestern, which I am directing. The purposes 
of that study has been to dig into the whole issue of boaros of 
directors and how they really function. 

In doing that we have worked with some 35 corporations, rang- 
ing in size from $100 million up to $10 to $12 billion. We looked at 
such things as the composition of the board; that is, who is on the 
board? Why are they on the board? How has composition been 
changed? We looked at structure of the board; that is, how has it 
worked? What kind of things are boards doing they didn't do a few 
years ago? What kind of leadership is being exerted over boards? 
How are boards being measured? What constitutes a successful 
board? 

These are all things which we have tried to probe into and, if you 
will, to dig behind the statistics. We are now in the process of 
completing this study; and I would hope, Mr. Chairman, when the 
study is completed we could submit our report to the committee. 

Senator Sarbanes. We would very much like to have it, I am 
sure. 

Professor Neuschel. Thank you. 

Just a couple of things about what we are finding. I should say 
that one of the things we have constructed out of this study is what 
we call requirements for tomorrow's effective board. I think in a 
sense those requirements are probably even more demanding than 
are contained in Senator Metzenbaimi's bill. 

For example, boards we find today are moving in the direction of 
more outsiders, and have fewer conflicts on the boards. Now, 
boards are not moving all evenly in that direction, as you would 
obviously be aware. But in general, the trend is very much in the 
direction of more outsiders and fewer conflicts. 

As a matter of fact, in 1979 approximately 67 percent of the 
directors of large corporations were outsiders. Some 98 percent of 
the boards today have audit committees. The use of nominating 
committees by boards is growing very rapidly, and today there are 
some 40 percent who have them. 

We found in our study that boards are more involved in corpo- 
rate affairs. They are more involved in such things as strat^[y, 
ethics and social responsibilities. We And directors are working 
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harder and are taking more time in their role as directors of 
corporations. 

Now» when I say all these things, I don't want to leave the 
impression that I believe this is a paragon, because it obviously 
isn t. The point is the direction in which it is moving is very 
positive in terms of the things Senator Metzenbaum desires 
through his bill. 

I do question the need at this time, and whether it is wise to 
have legislation for three reasons. One, disclosure, I believe, has 
helped considerably, if you will, in providing an effective method of 
r^ulations. No. 2, 1 think that the climate today is such that there 
is less desire for more legislation; perhaps more desire for less. I 
think finally, where the society is moving forward as constructively 
as our study seems to indicate boards are, it perhaps raises the 
question: wny, then, impose legislation to try to do many of the 
tnings which are already on the way to being done? 

Mr. Chairman, I did have a few other things I wanted to com- 
ment on before I finish. There is in section 4B, a discussion of 
"serving in good faith." I must say that I think every director who 
takes up the task of serving on a board ought to take that oath, if 
you will, to serve in good faith. I really believe that. 

However, at the same time, I equally question the extent to 
which you can legalize it. I don't know how you would determine it 
in a legal sense. I am not an attorney so I can't argue that as well 
as my two colleagues can. But I just question how one can decide 
who IS serving in good faith and who isn't. 

I think another important aspect of the independent director — 
and I happen to believe that the msgority of directors ought to be 
outsiders and independent — but in the legal sense, I think it is 
extremely difficult to define exactly who is independent and who 
isn't. And it is not always solved by statistics. 

I a very vital factor in achieving independence is attitude and 
character. It is perception and courage. I think the director who "is 
independent" has to challenge but not become adversary. He has to 
challenge, but without becoming divisive. I simply suggest that you 
can't really tell whether a person is truly independent just by 
looking at the five requirements in 5A of the bill. 

There are just a couple more things, and then I will complete my 
testimony. It talks in 6B4 about submitting to the shareholder a 
vote on who should be the auditor. I have been a stockholder and 
received those proxies and vote for the auditor. I am never really 
sure what I am voting for or why, and I don't think the typical 
shareholder, is in a position to decide the merits of who should be 
the auditor and that he really wants to participate in the vote. 

NOMINATING COMMITTEE 

Another very important part of the bill is the nominating com- 
mittee. I endorse that strongly, but I think I would have to take 
real exception to who should be on a nominating committee of a 
board. Section 7A of the bill talks about only outsiders being on 
that particular committee. I think it would be a great mistake and 
an unwise feature to remove the chief executive officer from such a 
committee. We find that the single most important thing on a 
board of directors is the kind of leadership it gets. There is no way 
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that you can remove the leadership of a board from such an 
important activity as deciding who should be on that board, be- 
cause the composition of the board is the most important aspect of 
aboard. 

It also talks in TBI about the power to nominate candidates 
should be solely vested in the nominating committee. That would 
not work. It would make a divisive boeu-d. Committees of the board 
are designed just as committees of the Congress are, to do staff 
work and to recommend to the full body, to recommend actions for 
decisionmaking. 

It is the total board that has to make the final decision as to who 
ought to be on the board. The nominating committee can do the 
staff work and hopefully come up with very intelligent recommen- 
dations. But you must not set up separate free standing commit- 
tees; that would create divisiveness on the board. 

I also want to make one comment on the one-half of 1 percent of 
shares having the right to nominate someone to the board. First, I 
don't think that is any particular advantage to the shareholder. 
But more importantly, we have found in our study that one of the 
most significant factors in a good board, and I am talking about a 
good board in the full sense of the word, both in terms of economic 
and social responsibility, is a board that has good balance. This 
means balance in terms of insiders, outsiders, balance of back- 
grounds and skills, balance of age, perhaps, and various other 
factors. And putting together a board of that kind of bcdance is 
very, very important. 

I serve on some nominating committees, and one of the tasks we 
were working on just yesterday in the nominating committee was 
to think through what kind of specific skills and background do we 
now need to replace someone who is retiring from the board. It is 
terribly important. I don't believe that the average shareholder 
would be in a position to know what is the correct balance to add 
to a particular board at a particular point in time. 

I think one last thing, Mr. Chairman, on cimiulative voting. I 
always felt that is sort of a nonissue because in my 30 years' 
experience with boards, I have yet to find any cases that I know of 
where the average stockholder has really used this, with one excep- 
tion. The person admitted later on he used it for spite. 

It is not a thing that I think the average shareholder is going to 
cheer about because, as I have talked with many shareholders, and 
I am a shareholder myself, the fact that I can cumulate my vote 
has never been very much of a particular advantage to me. 

Well, I want to then close by simply emphasizing that it certain- 
ly is our finding in this study that, on balance, boards of directors 
today in our large corporations, the Fortune 1000, are clearly 
moving in the direction Senator Metzenbaum is talking about. I 
take no exception to many of the things in his bill. In fact, I 
endorse them. But I simply feel that legislation is not the thing we 
need at this time, because I think that through disclosure and 
through the new awareness of which I speak, boards of directors 
are clearly moving in that direction. 

Thank you very much, sir. 

Senator Sarbanes. Thank you. Professor Neuschel. 

Professor Schwartz, just a moment before we come to you. 



Digitized by VjOOQIC 



145 

I want to be clear on your two appendices, Professor Neuschel. 
The first, Profile of the Corporate Boards, is, I take it, either a 
preliminary or a summation from your study? 

Professor Neuschel. That, sir, is purely factual. 

Senator Sarbanes. Yes. 

Professor Neuschel. That is taken from the best surveys we 
could find. They are matters of public record, those various surveys 
we extracted it from. 

Senator Sarbanes. The second one, that is sort of your prescrip- 
tion, I take it? 

Professor Neuschel. What do you mean? The requirements? 

Senator Sarbanes. Yes, for tomorrow's effectiveness. 

Professor Neuschel. Yes. At this point that is some of our think- 
ing on what we feel in the 1980's and 1990's that boards of direc- 
tors should be working toward. It is a very demanding one, by the 
way. 

Also in our study you will find some standards of performance 
for boards. I think boards should move in that direction. I believe 
that they are, and I believe that we should move in that direction 
by better selection of directors and by a higher sense of responsibil- 
itv. As I said, I think we are moving in that direction and I would 
like to see us go forward without any added legislation, at least at 
this point in time. 

[The complete statement follows:] 
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(2) 
should, and are, enbraclng these three concepts as proposed In the Bill. 
Attached are two appendixes taken from our study that emphasize these 
points further. Appendix I shows a profile of the boards of major U.S. 
corporations In 1978-79 showing that 98% now have audit committees and that 
the use of nominating connlttees Is growing rapidly, with 40t now having 
them. Finally, 67% of the board members of major corporations are out- 
siders and the nmber with close ties to. management (bankers, laifyers, 
etc.) went down significantly in the past two years. Where we are mak- 
ing this kind of substantial progress, I question the wisdom of establish- 
ing laws to enforce what already appears to be happening. Appendix II, 
Requirements For Tomorrow's Effective Board, sets forth demanding require- 
ments developed In our study for future boards aimed at regaining the 
credibility of our corporations. These requirements are similar to some 
aspects of S. 2567 and even go further. Again, however, I am not con- 
vinced that the proposed legislation will benefit us, at the same time 
running the real risk of added costs and administrative problems^, both 
at the corporate and Federal bureaucratic levels. 

Further, I am not convinced of the value to stockholders (particularly 
the average, small holder) of cumulative voting or the Individual share- 
holder being able to nominate a director. Nhlle neither of these require- 
ments Is particularly onerous or even harmful to the corporation, I doubt 
If their enactment will cause the average stockholder to cheer. These 
measures would add a cost and a burden without a commensurate benefit. 

Having provided an overall evaluation, let me turn toihe specifics 
of the Bill. The remainder of wy testimony will consider separately each 
major feature of this legislation. 

I. Independent Directors 

I endorse the concept embodied in this Bill that a majority of the 
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(3) 
board be composed of Independent directors. It Is hqt feeling that such 
a composition has a number of advantages. 

Such a board trill be able to raise probing questions aimed at encourag- 
ing or forcing management to think more Imaginatively or fundamentally 
about Important Issues. It will also be able to uncover and consider a 
greater range of alternatives. Further, the Independent outsiders can be 
Invaluable In helping the corporation to balance Its economic and social 
responsibilities. 

The Independent directors can offer constructive Ideas drawn from 
their own experience. As such, they act as an excellent sounding board 
to management In the development of new programs or the resolution of a 
particularly difficult problem. This Is because In many cases, they are 
able to say, "we've seen this same situation before and here Is what hap- 
pened." 

Finally, such a board can take pressure off management In a number 
of sensitive areas. In particular. It can provide a more arm's-length 
stewardship with respect to top management perquisites, pension fund man- 
agement, and audltng practices. 

I do not wish to imply In any way, however, that I am against Inside 
directors. I am delighted that this Bill rejects the extreme notion that 
only the company's CEO should serve on the board. Inside directors can, 
and do, have a wery vital role to play on a board. Their knowledge of 
the culture and operations of the organization Is Invaluable and ensures 
that the full board sets policy with a greater understanding of what Is 
appropriate and what will strengthen the corporation's competitive thrust. 
Further, it is the best opportunity for the full board to evaluate top 
management, which Is a critical role for the board, 

I would also like to add one note of caution. This Bill In effect 
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creates an Irrebuttable presumption that certain categories of persons 
can never be considered Independent. It thus also carries the Implicit 
assumption that other noneconomic or familial relationships can exist 
which could result tn a lack of "Independence." Therefore* the golfing 
partner of the CEO will always be considered Independent* while a first 
cousin or an employee of a large supplier can never be. I do not believe 
that such blanket assumptions are necessarily valid. It would be desir- 
able, therefore* tf some mechanism could be designed to cope with deter- 
mining who Is Independent. 

Thus* while I support the concept of a strong* Independent board* I 
am not convinced of the value of making this part of a Federal statute. 
It will be a burdensome task to Judge (and how will we do this) who Is 
Independent and who Is not. We are now making real progress In this area 
of outside* Independent directors* and would like to see us go forward 
without legislation. 

II. Audit Coimilttee 

I also endorse the requirement that there must be an audit conmlttee 
and the members of such committee be composed entirely of Independent 
directors. This appears to be the clear trend among large corporations 
(98% now have an audit committee), one that was greatly accelerated by 
the adoption by the NYSE of a substantially similar rule. Thus* I ques- 
tion the need for a Federal statute to enforce what Is already largely 
being accomplished. 

I do have some observations to make concerning functions of the 
Audit Committee In Section 6 (b). 

Subsection 6 (b) (8) Is, I think, a typographical error. It states 
that the Audit Comlttee shall review executive "prerequisites." Unless 
the Audit Committee Is to take over the Job of executive recruiting - as 
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this seems to suggest - the word should be '^perqutsttes,*' Nhether the 
Audit Connlttee ts the place to revteif "perqulsttes" ts enother question * 
It would seen that a conpensatlon comlttee might be a more appropriate 
place for such a review. 

Subsection 6 (b) (9) requires a "report" of the Audit CoiMirittee to 
be Included In the annual report to shareholders. Nowhere Is the content 
or subject matter of the mandated report discussed - an "oversight" which 
should be remedied. 

Subsection 6 (b) (10) requires the issuer's financial news releases 
to be reviewed In advance by at least one member of the Audit Committee. 
While such a review certainly would not be harmful in 1tse1f» it puts a 
large burden on the Audit Committee (or at least one member of 1t)» adds 
one more delaying requirement for issuers to overcome, and really does not 
ensure that the financial releases will in any way be Improved. Service 
on an Audit Committee does not, ipso facto, mean that the Committee mem- 
ners will have any special insights into the issuer's financial reporting. 
The Audit Committee is an overseer of the Audit process - not an overseer 
of the preparation and validity of reports produced through the accounting 
procedures of the Issuer. 

III. Nominating Comnittes 

The use of such committees is growing rapidly, and now over 40% of 
the large corporations have them. I endorse the concept of having a 
Nominating Committee. However, I object to the requirement that this com- 
mittee be composed solely of independent directors. The company's CEO 
should be allowed to serve as a regular part of this committee. 

The Section -by-Section Analysis of this Bill ts quite correct in stat^ 
ing that this committee is potentially the most significant vehicle for 
improved corporate governance over a period of time. This is all the more 
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(6) 
reason for alloMtng the CEO to serve. Because of the CEO's vttal leader- 
ship role, ft Mould be 111 advtsed to deny htm a role In the director 
selection process « 

I iMHild suggest that the language of Section 7 (a) be amended to 
require that the Nominating Committee be composed of outside. Independent 
directors plus the Chief Executive Officer. I understand that this Is 
the approach advocated by the Business RoundtabTe, among others. Such an 
approach ensures that the CEO cannot pack the board with his cronies, but 
also would allow him to have some say In a most critical process. Again, 
I am not convinced of the value (cost/benefit) of a Federal statute, even 
though I endorse the concept. 

IV. Shareholder nominations and Cumulative Voting 

I am troubled by the process outlined In Section 8. I do not believe 
that the Implications of the one-half of one percent rule are yet known. 
This Is particularly true when this process Is coupled with the require- 
ment of cumulative voting In Section 9. 

Hy feeling Is that one-half of one percent Is an unreal Istlcally low 
threshold. Also, this would appear to be one area of the Bill where the 
Federal Government Is preempting a field traditionally left to the states. 

With respect to cumulative voting, the states are about evenly split 
as to whether this Is desirable. It Is, of course, a rather undemocratic 
concept. Its purpose - protection of minority shareholders - Is certainly 
a good one. I do not, however, have any strong evidence that this purpose 
has In fact been served In those states where It Is permissible. I am not 
aware of any cases where the small shareholder benefited from cumulative 
voting. 

Y. Section 3 (b) (2) - State Law 

This subsection attempts to exempt corporations from the application 



Digitized by VjOOQ IC 



152 

(7) 
of all but Section 4 of S. 2567 If ttmy are subject to "substantially 
similar** state law requirements. The drafting on this particular provision 
seems unclear. First, "substantially similar" Is not defined and Is, there- 
fore, simply an open Invitation to litigation. Second, the subsection goes 
on, apparently to "extend" the exemption to situations Mhere state law "gives 
greater protection and benefit to the shareholder." Mho decides what Is a 
"greater protection" or a "greater benefit" to the shareholder? 

If a state legislature. In the exercise of Its legislative Judgement 
decides that shareholders are "benefited by the elimination of cumulative 
voting", for example, does that mean that Section 9 of S. 2567 ( which re* 
quires cumulative voting) does not apply? It Is not realistic to assime 
that Congress means to adopt a statute which expresses Congress' legisla- 
tive Judgement on these matters yet which can be abrogated by any one state's 
assertion of contrary Judgements as to the wisdom or advisability of the 
^ery same matters. On the other hand. If what Is meant by the drafters is 
that Congress does not mean to preempt the field of legislation over corpor- 
ate governance, then I suggest something along the lines of the following 
provisions would be much more satisfactory: 

"Nothing tn this Act shall be deemed to exempt or relieve 
an affected corporation from any liability, duty or penalty 
provided by any present or future law of any State or political 
subdivision of a State, other than any such law which purports 
to require or permit the doing of any act which would be pro-- 
hiblted under this Act." 

VI. Duties of Corporate Directors 

Section 4 of the Bill generally sets out the duties of corporate direc- 
tors using language either the same as or very similar to that used by the 
ABA'S "Corporate Directors' Guidebook" which was published several years ago. 
Unfortunately, where the Guidebook contained definitions, commentary and 
explanatory materials, the Bill does not. I feel that the Bill should be 
changed to add definitions of the major terms used - such as "material 
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personal Interest," duty of care," etc. 

In addition, I find the language of Subsection 4 (a) (2) objection- 
able. That provision states that if a corporate director has conflicting 
Interests In a matter before the board, the director must ascertain (be- 
fore, presumably, he can vote In favor although that Is left unsaid) that 
the proposed transaction is "on at least as favorable terms to the affected 
corporation as might be available from any other person or entity" (empha- 
sis added). Except In those few Instances where the number of potential 
suppliers, etc. Is absolutely minimal, this sets up a standard which hard- 
ly can be fully met. It requires the board member to canvass other poten- 
tial suppliers to see If the transaction might possibly be more favorable 
If consummated elsewhere - a virtually Impossible and certainly Impracti- 
cal task. 

YII. Conclusion 

I applaud Senator Metzenbaum for his efforts In the area of corporate 
governance. He has done an outstanding Job of pointing out areas where 
structural changes In the compositions of a board of directors would be 
beneficial. I endorse many of his concepts. Also commendable Is the absence 
of any punitive or excessively burdensome measures. Ue do disagree to the 
extent that I question oiir need at this time for Increased legislation. As 
our recent study emphasized, large corporations are moving strongly In the 
direction Senator Metzenbaum proposes In his Bill. I think unwise the pas- 
sage of a Bill to mandate actions that to a large measure are already being 
carried out. 

* * * 

Thank you for this privilege to present ny position. I will be happy 
to try to answer any questions you may have. 
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Appendix I 
PROFILE OF THE CORPORATE BOARD 

IN UNITED STATES - 1978-7^ 



Following is a composite of U.S. corporate boards represent- 
ing A cross-section of the largest** corporations. 



Size of Board . Majority range from 10 to 15 members 
. Average size is 12 to 13 
. Hay tend to shrink - likely not larger 



Age of Directors 



Majority of d/ rectors - 50 to 59 

Average age - 57 

Few under 50 

no noticeable trends - age may 
increase slightly with retired 
executives representing a grow- 
ing available pool 



SATA OBTAINED FROM VARIOUS SURVEYS^ I.E.^ HeIDRICK & 
TRUGGLES^ NICB^ KORN FeRRY^ AND OTHER PUBLISHED SOUl 



SOURCES. 



HE CORPORATION BASE OF THIS DATA VARIES BETWEEN THE 
ORTUNE 500 AND 1000 COMPANIES. 
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DURCES FOR DIRECTORS 

, Some 51 percent of new directors in 1978 
hold title of chairman or president 



. About 22 percent of directors are retired, 
This source has shown considerable growth 



. 10 percent were from nonbusiness organiza- 
tions, This is growing slowly 



. Senior officers below CEO rank from other 
companies represent a small source but 
should grow 

, Inside senior officers (other than CEO) 
still a major factor with most boards 
having a few to several such members 

, Few constituency directors 

. Diminished use of investment bankers^ lawyers^ 
and consultants serving on client boards 



. The NONBUSINESS DIRECTOR HAS ALMOST DOUBLED 
BUT STILL ONLY ABOUT 10 PERCENT 

UTSIDERS 



Trend is to more boards with a majority 
OF outsiders or nonemployee directors 

67 percent of the directors of large 
company boards are outsiders 

During the past year^ the number of out- 
siders CONTINUED TO RISE AND THE NUMBER 
OF INSIDERS DECLINED 



The number of outsiders (bankers^ lawyers^ 
etc) with close ties to management went 
down significantly in the past 2 years 
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CQMPFNSATIQN OF DIRECTORS 

. Compensation is rising significantly to reflect 
growing involvement and increased responsibility 
and liability 



Trend IS for annual retainer plus meeting fees for 

BOTH BOARD AND COMMITTEE SESSIONS 



Almost 60 percent of industrial company 
boards use the combination 

Over 75% of non industrials use both 



Cash compensation levels 

- Most Fortune 500 companies^provide,^ ^^^ 
retainers varying from $8^000 to $15^000 

- Meeting FEES range from $300 - $1000 

WITH^$500 OR $750 THE MOST FREQUENT FOR 

THE Fortune 500 companies 

- In OVER HALF OF THE LARGE CORPORATIONS 

(sales in excess of $500 million) board 
compensation totals over $15^000 

- In 25 PERCENT^ THE TOTAL IS $18^000 OR ABOVE 
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Appendix II 

REQUIREMENTS FOR TONORROM'S EFFECTIVE BOARD 



The effective board of the future must be designed 
and perform well in three important areas - 



• Structure and composition of the board 



• The responsibilities and specific tasks to 

be carried 01 

the board do 



be carried out^ i.e.^ specifically^ what will 

1 



• The leadership provided the board and the 
resulting attitudes and ^working relationships 
between top management (principally the ceo) 
and the board (particularly the outside members) 
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Structure and Composition 

. Majority of outside^ imdependent directors 
with a core of 3 - m (or conceivably more) 
inside directors with the kumber depending 
on the complexity of the company's operations 

. Balance in the backgrounds^ skills^ and ages 

OF THE directors TO FACILITATE DEVELOPING A 

*team* board and one that can provide a wide 
range of counsel and viewpoints to management 

. Avoid members such as consultants and lawyers 
who may be providing professional services for 
a fee to the corporation 

. An audit COMMITTEE MADE UP SOLELY OF OUTSIDE 

BOARD MEMBERS - W TH WORKING INVOLVEMENT BY THE 
F NANC AL OFFICER AND THE INTERNAL AUDITOR - 

as a bas s for ensur ng effective control over 
audit and fiduc ary matters 

. Compensation comm ttee of outside directors 
to ensure handling compensation and perquisites 
in a professional^ arms-length manner and ensuring 
the development of oncoming senior management 
and providing for orderly succession at the most 
senior levels 

directors plus the ceo^ to seek out the best 
people to fill future board slots 

a board organization (could also be nominating) 
committee to deal with the organization^ function- 
ing, and evaluation of the board and its 
performance 
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Responsibilities and Specific tasks 
what should the board do? 



1. Raise probing questions aimed at encouraging 
or forcing management to think more imagina- 
tively or fundamentally, about important issues 
or to uncover and consider other alternatives 



2. 



OWN EXPERIENCE AND ACCUMULATED WISDOM. (WE 
JUST WENT THROUGH A SIMILAR SITUATION AND HERE S 
WHAT HAPPENED ) 



3. Act as a sounding board to management in the 
development of new programs or the resolution 
of a knotty problem 



^, Take pressure off management by providing 
stewardship in such sensitive areas as: top 
management compensation and perquisites^ 
pension fund management^ and auditing practices 

5. Participate in the direction setting and 
strategic planning and ensure that the cor- 
PORATION maintains a HEALTHY BALANCE BETWEEN 
SHORT-TERM PROFITS AND LONGER-TERM QUALITY 
PERFORMANCE 



6. Evaluate corporate^and top management performance 
(particularly the ceo) on a regular basis and 
take appropriate and responsible action on issues 
affecting the competitive and performance strength 
of the organization 



7. Work closely with the CEO and senior manage- 
ment TO ENSURE AN ORDERLY AND EFFECTIVE 
SUCCESSION PROCESS AND THE DEVELOPMENT OF NEW 
STREAMS OF MANAGERS FOR THE LONG TERM 



8. Participate in identifying and bringing onto the 

BOARD new, effective MEMBERS AND OTHERWISE 
IMPROVING INDIVIDUAL AND OVERALL BOARD 
PERFORMANCE 
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9. Work with managenent to achieve an appropriate 
balance between economic and broader social 

GOALS 



10. Discharge diligently the legal^ quasi-legau 

AND fiduciary RESPONSIBILITIES OF THE BOARD^ 
SUCH AS 

- Attending and participating in board 
and committee meetings 

- Complying with governmental regulations^ 
particularly sec 

- Handling insider information with care 

- Ensuring protection of corporate assets 



11. Act as a representor or ambassador of the 

corporation. Set a quality leadership example 
both within the corporation and to the outside 
world 
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Attitude and working relationships 

• Complete openness within the board and 
particularly between the ceo and board 

MEMBERS; NO ''END RUNS/ NO GAME PLAYING. 

There must be full trust 



• Maintain a "workable** flow of information 
both formal and informal 



An ATMOSPHERE THAT ENCOURAGES DISCUSSION 
AND EVEN DISAGREEMENT WITH A MINIMUM OF 
EMOTION 



• The board - individually and as a group - 
must attain a high level of maturity - deal 
objectively from a base of experience and 
consistent values 



• Maintain a challenging and inquiring 
attitude that does not become adversary 



Support a high moral tone in the company 
and to the outside - by personal example 



Work at it; do the homework; learn the company 
and the industry; be fully involved in all 
meetings and maintain contact between board 
meetings 



The directors should be strong advocates of 
the company and its management and the ceo 
should nurture and enhance his relationship 
with the directors as a group and individually 



The WILLINGNESS AND CAPACITY TO FACE UP TO 
AND DEAL WITH TOUGH ISSUES 
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Finally - 

to make it all go together requtres 

. a quality^ competent chairman who wants a 
contributory board - who seeks counsel - 
who welcomes strong board members because 
he^ too^ is strong and knows how to use 
help and in the process makes effective 
use of the tremendous latent talent avail- 
able on most large corporate boards 

. In fact, the CEO is clearly the key - he will 
set the pace or hold the board back. 10 a 
large extent he is the shaper, the leader 

. But also a board made up of capable^ gutsy, 
and independent directors, not adversaries 
but challenging — cooperative but willing 
to push when necessary, and inside directors 
who work closely with the outside directors 
ensuring that board decisions are relevant 
to the needs and capacity of the corporate 
organization 

. And THERE MUST BE PLENTY OF ''SMARTS'* AND 
IMAGINATION TO IDENTIFY NEW APPROACHES 
AND THE WILLINGNESS TO TAKE THEM ON - THERE 
CAN HARDLY BE AN EFFECTIVE BOARD WITHOUT A 
FLOW OF GOOD IDEAS 

AND BOTH THE CEO AND THE BOARD OPERATING IN 

AN OPEN (INTEGRITY OF RELATIONSHIP), QUESTION- 
ING (WILLINGNESS TO DISCUSS), AND MOST IMPORTANT- 
LY, DEALING FROM THE STRENGTH OF MATURITY 

In THE END, IT IS COMPETENCE, COMMITMENT, TRUST, 
AND SHEER MATURITY THAT COUNT AND THE PERVASIVE 
RECOGNITION THAT THE BOARD IN THE END MUST PRO- 
VIDE CONSTRUCTIVE DIRECTION TOWARD ACHIEVING 
THE CORPORATION S PRIMARY MISSIONS - ECONOMIC 
STRENGTH AND SOCIAL RESPONSIBILITY 

Senator Sarbanes. Professor Schwartz. 

Professor Schwartz. Thank you. Mr. Chairman, I appreciate the 
opportunity to testify before this committee on S. 2567. The subject 
matter of this biQ has been an active interest of mine for more 
than a decade, as a teacher, an occasional corporate activist and 
author of tedious legal tomes. I have prepared another of those 
tracts for inclusion in the record, but intend to summarize my 
comments. 

Senator Sarbanes. Fine. Your full statement, just as in the case 
of your two colleagues, will be included in the record. 

[The complete statement follows:] 
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Stat«ii«nt of 
Professor Donald E. Schwarts 
Georgetown University Law Center 
I. Introduction 

In the course of the past decade, the corporation has been 
one of the most criticized institutions in our society. In part, 
corporate managers have been faulted for their mere possession of 
power, a power which has been constrained by forces of doubtful 
effectiveness. Because accountability has been thereby impaired, 
managers have sometimes abused their power. Often the abuses have 
been of spectacular proportions, like the collapse of the Penn 
Central. Additionally, managers have been blamed for failing to 
take adequate account of the social implications of their corporate 
conduct. Much of this criticism was triggered by relevations of 
corporate wrongdoing in connection with political contributions 
and overseas payments, but some of the concern simply grew out of 
the widespread loss of confidence in the major institutions in our 
society. 

The hearings on this bill are a measured response to these 
criticisms — and a most welcome one. Other groups in society 
have also undertaken analyses of the corporation and the manner 
in which it is governed, analyses intended to study the relationship 
between the manner in which corpora t ions make decisions and the 
problems that grow out of those decisions. We have acquired a 
much keener awareness about corporate behavior as a result of 
reports from the Securities and Exchange Commission, and the 
American Law Institute-American Bar Association Joint Committee 
on Continuing Professional Education, to name just a few of these 
analyses. The latter held a series of four conferences on corporate 
structure and governance in 1977-78. The American Bar Association 
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and th« Business Roundtabla hav« also undertaken studies of the 
subject. An Aaerican Law Institute project on corporate governance 
is presently underway. I had the privilege to serve as Editor of 
the coaposite record of the four ALI-ABA syaposiuBS. That experience, 
and my involvement in certain reform activities, plus years of 
trying to explain all this to law students, has given me a perspec- 
tive that I hope is balanced from which to comment on the "Protection 
of Shareholders' Rights Act of 1980" (S. 2567). 

This bill pulls together much of the best contemporary thinking 
about corporate reform. Its focus is the protection of shareholders 
from the abuses of managerial power. This is a commendable goal, 
because neither existing market forces nor limited regulation can 
fully achieve this objective. However, legislative reform that 
focuses only on the manner in which the exercise of corporate 
power threatens investors is short of the mark. In fact, shareholder 
protection alone would not justify sweeping reform. That case 
rests on the ability to show that the diverse interests in society 
stand to benefit from federal intervention in the corporate govern- 
ance process, while at the same time the economic viability of the 
corporation is preserved. 

At the risk of stating the obvious, I must note that the 
"Protection of Shareholders' Rights Act" is a federal statute regu- 
lating the internal governance scheme of the corporation. Critics, 
such as dissenting members of the Senate Advisory Committee appointed 
to study possible reform, Irving S. Shapiro and John DeButts, 
maintain that no federal legislation is needed. They believe that 
the combination of state regulation of internal corporate affairs 

-2- 
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and federal and state laws designed to respond to specific social 
problems (thus establishing corporate conduct standards) is the 
most effective way of establishing corporate accountability. I 
agree with those distinguished corporate leaders that now is not 
the time to uproot our state system in favor of a federal chartering 
scheme, which represents a modification of a position I testified 
to before another Senate Committee several years ago. Howeverr I 
am sufficiently unreconstructed to believe that sooner or later we 
must turn to federal legislation as a mode of reform. In the 
meantime » federal legislation serves as a paradigm against which 
we may measure all other legislative schemes. 

In part, I agree with Messrs. Shapiro and OeButts in their 
assessment that sweeping federal reform is premature. I think it 
is too early in the process of modern corporate reform to predict 
what type of federal statute is called for. we are currently in a 
period of both corporate self-examination and regulatory experimen- 
tation; we need time for the ideas these processes are engendering 
to become parts of our evolving system of corporate governance. 
Via experimentation, we can learn which changes will work — and 
which changes will not. 

Nevertheless, it is worthwhile to begin to think about federal 
legislation and to enact some modest beginnings. Discussion today 
of S. 2567 can help those in the private sector and the think-tank 
ventures to focus their explorations. Moreover, the specific 
reforms proposed are modest and trorthy of adoption, hopefully with 
some changes I shall suggest. 

I propose to discuss the policy questions posed by the Act 
and to comment upon some of its specific provisions. 

-3- 
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II. Policy Cons idsrat ions 

There are two perceptions of the corporation which dominate 
cantengiorar/ thinking about the corporation. The first, and aost 
coaaon, perception sees the corporation as the Most efficient organi- 
zation designed to secure economic goals. The second perception 
sees the corporation as a qusAl -political structure that operates 
like a government and, as such, has the capability of satisfying a 
wide range of societal needs. There is truth in both perceptional 
that is, in the pursuit of its econoaic goals, the corporation 
gives rise to what econoaists call externalities, which include both 
benefits the coaaunity receives without cost, but also burdens 
iaposed on the coaaunity. Pollution is the aost coaaon ezaaple, 
but there are aany others. But because costs and benefits aust 
walk together, refora aust chart a path between the two. In fact, 
such a Boderate path, giving heed to two obligations, aust be 
charted twice; first, by the corporate aanagers in their daily 
decisions guiding the corporations and secondly, by those who 
devise the systea of aaintaining the accountability of the corporate 
aanagers. 

A. Focus on Public Responsibilities 

This bill is designed to protect the shareholders' interests 
and yet, of all the groups affected by a corporation's actions, the 
shareholders are probably least in need of protection. There are 
two reasons for this; first, the unhappy shareholder always can use 
"exit" as a reaedy, that is, he can exercise the Wall Street 



1. A. Hirschaan, Exit, Voice, and toyalty , (1970). 
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rule, and secondly, management and shareholders generally are in 
line with each other. I share the view of corporate America that, 
for the most part, the stockholders are not an oppressed class. 
Messrs. Shapiro and DeButts are correct in observing that stock- 
holders are not clamoring for larger participatory rights (although 
perhaps that is so because shareholders recognize the futility of 
such a plea) . But that cannot end the inquiry. 

Managerial accountability, if it is to be effective and useful, 
must look beyond the stockholders to discern its focus. If we are 

to demand that corporations take account of their quasi-political 

context, as I suggest we must, then the course of accountability 
should be widened to include notice of public responsibilities. 
S. 2567 does not do this. 

By contrast, let me refer you to the newly-enacted English 

Companies Act of 1980, which, notably, emerged from Mrs. Thatcher's 

Tory government. Section 46 requires company directors to balance 

interests beyond those of the company and its shareholders: 

Directors to have regard to interests of employees 

46. — (1) The matters to which the directors of a 
company are to have regard in the performance of 
their functions ahall include the interests of 
the coi^any's employees as «rell as the interests 
of its members. 

(2) Accordingly the duty imposed by subsec- 
tion (1) above on the directors of the coapany Is 
owed by them to the coAp^ny And the company alone) 
and is enforceable in the same way aa any other fidu- 
ciary duty owed to a company by its directors. 

Legislation intended to focus corporate managers on their public 

responsibilities ought to acknowledge those responsibilities. I an 

not urging that we adopt Companies Act S46; rather, I suggest that 

-5- 
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it deBonstrat«s how aod^st S. 2567 is and that w* ean 8tr«tch 
our iBaglnationa to saat our naeds More boldly. 

At the saaa timm, I racognisa that thare ara dangara in 
broadaning our parapactivaa to includa tha non-sharaholdar intaraata, 
including incraaaad coata of anforcasant and, particularly, a loaa 
of focua on tha need for praaerving aharaholdar waif ara. Thaaa 
potential problena add to my concern about making too many legiala- 
tive decisions too soon. 

B. Protection of Shareholders 

Today, we have a modest system of sharaholdar t n ro l ve m ant- in- •- 
the corporation, including such mechanisms as shareholder particip- 
ation in elections and in approval of certain transactiona. Manage- 
ment governs, of course, as it must, but the law haa also provided 
a modest shareholder role ao that management cannot govern absolutely. 
Belief that theae mechaniams actually function to protect shareholder 
welfare may be dangeroua if it lulls one into a false sense of 
confidence and to the rejection of other, more fruitful, paths of 
promoting shareholder welfare. 

I suggest that these traditional mechanisms do not effectively 
provide shareholder i>articii>ation or protection. On the whole, 
they do not constrain management, nor provide a system of aceounta- 
bility. conaequantly, legislative provisions offering incraaaad 
managerial accountability to shareholders would be helpful. 

Changes in the internal governance scheme of the corpor- 
ation, involving audit committees and incraaaad use of independent 
directors, are even more useful. Prevailing legal norms fail to take 
account of how a large corporation functions. Specifically, the 

-6- 
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Old view that saw the board as the managers of the corporation has 
been replaced by an understanding that the board functions as an 
instrument of accountability. It does not govern; it monitors 
the governors. This bill promotes a realistic view of the corpora- 
tion and mandates a modern structure. 

But useful as such reforms as are proposed in S. 2567 are, 
the proposals requiring audit and nominating committees ought not 
to be confused with the storming of the Bastille. These are modest 
reforms; they do not fundamentally alter the system. 

If there is a radical notion ~aro~0€ today/ it Is that which holds 
that a shareholder may not commence a shareholder derivative suit, 
alleging breach of fiduciary duty by the management, if the so-called 
independent directors of the board believe such a suit may not be 
brought. In its most extreme form, that view holds that the courts 
may not, repeat may not, second guess the decision.^ Nothing can 
more effectively increase the accountability of managers than the 
threat of liability. Yet recent decisions threaten the viability 
of the stockholder derivative suit which threatens to become an 
endangered species. Consequently, the derivative suit needs 
Congress's help, since states are unlikely to act. 

Some courts have held that the decision whether to bring suit 
on behalf of the corporation is an ordinary exercise of business 
judgment and consequently is the responsibility of the board. 
That notion is fine as applied to third parties; it falters when 
used to block shareholder suits against management for self-dealing. 



Auerbach v. Bennett, 47 N.Y. 2d 619, 393 N.B.2d 994 (1979). 
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Courts, not tellow dir«etors, should decide irhether a shareholder- 
plaintiff has standing. Still, the entire area is in need of auch 
clarification. The value of the derivative suit, wandy praised 
in conteaporary tiaes by such giants as Justice Black^ and 
Justice Harlan,^ needs a fresh legislative examination. If this 
were done on a state level, there is great danger that state legis- 
latures would further restrict it, as they have done in the past. 

I think that S. 2567 should include well developed provisions 
spelling out the procedural requirements of a derivative suit: who 
can sue , -whe^ther^ e-denand- on shareholders or directors is a necessary 
prerequisite, whether security for expenses nay be demanded; when 
the board can cause dismissal; how may a suit be settled. 

My colleague John Coffee and I have recently completed an 
article in which we propose a model statute concerning derivative 
suits. With some trepidation I attach a copy to this statement with 
the hopes that it might be considered for addition to this bill. 

III. Statutory Provisions 

I would like to comment briefly on the specific provisions 
in the Bill. I find some of them deficient in certain respects. 
First, the findings and purpose set forth in Section 2 are unduly 
limited, in my opinion. They include no indication of Congressional 
concern for the manner in which corporations affect non-atockholder 
interests. Nothing in the findings of the Bill would encourage a 
sense of corporate managerial responsibility for anything other than 



3. Surowits V. Hilton Hotels Corp., 383 U.S. 363 (1966). 

4. Mills V. Electric Auto-Lite Company, 396 U.S. 375 (1970). 
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Shareholder's interests. Because these sections have such a limited 
focus, they might encourage the view that corporations and their 
directors have no responsibilities beyond those to shareholders; 
consequently, any managerial efforts to expend resources on matters 
not directly related to shareholder interest might be seen as an 
actionable wrong. That impression is supported by the provisions of 
Section 4(b) which states that the obligation of directors of a 
corporation subject to the law ija to "the affected corporation and 
its shareholders." If that language is to be interpreted so as to 
permit directors to look beyond the short-term interests of maximiz* 
ing profitability, then at least some language in the legislative 
history supporting such a notion is essential. 

The jurisdictional limits of the Bill, contained in Section 3, 
are low enough so that all major con^anies are covered, but one 
might question whether this is sufficient. If the statute provided 
for the substitution of a whole new body of federal law to replace 
state law, then it would be appropriate to experiment and limit 
the jurisdiction of the statute to only a few companies. But since 
the statute does not cut deep, it should at least cut wide. I 
suggest that the jurisdictional threshold should be lowered to 
embrace all companies that are required to register under Section 
12 of the Securities Exchange Act of 1934. Among other things, 
there is a precision to that standard that would not shift easily; 
the standard would not depend upon the results of operation of a 
given corporation for the previous year. Once registered, a company 
%rould remain subject to the jurisdiction of the statute until it 
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adopt languag* along tha following linaai 

(a) Tha fact that a diractor of a corporation or 
an antity in which tha diractor ia a diractor 
or officar or L« f nanclally interested is a 
party to a tranaaction vlth %h« corporation 
ahall not b« a ground ft^r invalidatifig tha 
tranaaction unlaas the transaction ia not fair 
and reasonable to the corporation at the tiaa 
it ia authorisad, approved or ratifiad. 

(b) In any action con tea ting tha validity of tha 
tranaactionf the burden of proof aa to tha 
fairness and rcaaonat^lensas ahall ba on tha 
paraon aaaarting tha validity of tha trana- 
action unlaaa 

(i) tha matarial facta aa to tha tranaaction 

and tha diractor'a relationship or interest 
are diaclosad or kno^m to the board o£ 
di Erectors or a committer theceof and tha 
board or coiikmittee author zes approves 
or ratifies the transaction by a vote or 
consent sufficient for the purpose without 
counting tha vota or consent of tha 
intarastad directors; or 

(ii) tha aaterial facts as to tha transaction 

and tha d rector's ralatlonahip or interaat 
ara diaclosad or Jcnown to tha shareholders 
•ntitlad to vote and they authorize 
approve or ratify the tranaaction by 
vota or written consent with the shares 
ownad by tha nterested director or the 
entity in which the director ia a diractor 
or ofCicar or financially intarastad not being 
entitiad to vote thereof. 

(c) In datamining tha prasanca of a quorum at a aaa ting 
of tha board of directory or a coflinilttee thereof or 
at a iMating of shareholders, sn ntarested director 
or tha antity in which tha diractor is a diractor 

or officar or financially intarastad aay ba countad. 

Tha dascription of tha director's duty of due care in Saction 
4(b) improves upon tha standard that would ba found in or appliad 
by most states. However, there are two problems presented by the 
current language. In the first sentence, the statement that the 
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its busin«ss judgnent to dismiss a dsrivativs suit against nanagsrs 
of the corporation for breach of the duty of due care, as in Auerbach 
V. Bennett , makes "adequate provision for enforcement" is certainly 
an open question under this provision. Would the federal statute 
spring into effect after a state court decision allowing directors 
to dismiss a derivative suit? Moreover, I would suppose that an 
important goal of this statute is to achieve some uniformity of 
the governance requirement and the obligations of directors and 
officers of large multi-state corporations. This exemptive provision, 
allowing for great diversity in the enforcement of substantive law 
provisions, denies the achievement of that goal. 

I believe that Section 4 fails to answer the most troubling 
questions regarding self-dealing contracts between corporations and 
their controlling persons. The statute implicitly approves such 
self-dealing contracts with certain conditions, and in those respects 
I agree that this is a proper result. However, I do not think that 
it sufficient for the statute merely to recite the duties of a 
director without exploring the consequences of the failure to 
observe those duties. What happens if a corporation enters into a 
contract with a director who has the material personal interest 
where that interest is not disclosed? Does that render the contract 
void? Or is it voidable? Suppose the contract is fair? Suppose 
there was no prior disclosure of the material interest but that 
there is a subsequent disclosure followed by approval by the share* 
holder? The really difficult issue is who bears the burden of 
proof, but here the statute provides no clues. I believe that a 
better way of reaching the goal of this provision would be to 
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such a significant nuMbar of qualif iad parsons froai tha pool of 
indapandant directors. 

Tha raqairaaants of an Audit Ooaaittaa, contained in Sactioa 
6, and of a Nominating CoHiittea« contained in Section 1, are visa 
■easuras, in ay opinion. Bowaver, I believe that tha Audit Ooaait- 
tee's responsibilities are too broadly stated, fdr exaapla, tha 
responaibility aabodied in Section 6(b)(5) requiring the Audit 
CoHiittee to aaJce inquiry as to compliance with the corporation' a 
established code of conduct may often be aaaignad to a different 
committee, composed of persons with different backgrounds and 
qualifications from those who would ordinarily comprise the Audit 
Committee. Generally, the functiona in aub-paragrapha (7) and (8) 
overload the Audit Committee with functiona that could well be 
assigned to a apecial litigation or a compensation committee* The 
Audit Committee should not be so burdened with peripheral functions 
that memberahip on it becomes an onerous responsibility # thus 
encouraging avoidance of taaka or alipahod performance* 

I think that Section 8 is too restrictive* The requirement 
that sharaholdera who own one-half of one percent of the atoek 
may nominate a candidate aeta a threahold which in moat large 
companies is beyond reach. Just a random aample of some publicly 
owned companiea reveala the following minimum shareboldiags and 
approximate market value required in order to nominate a candidate s 
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Approximately Approximate 
Company 1/2 of 1% of Stock Market Value 

AT&T 3,505,000 shares $182,260,000 

Atlantic Richfield 1,115,000 shares 64,670,000 

Citicorp 650,000 shares 13,000,000 

EastjQan Kodak 807,930 shares 54,940,000 

General Motors 1,440,000 shares 72,000,000 

Levi Strauss 207,000 shares 8,300,000 

mv ITork Tines 55,875 shares 1,676,000 

Mashington Post 64,273 shares 1,540,000 

Xerox 401,000 shares 26,880,000 

At the same time, I support the idea of restrictions on access 
to the proxy machinery so as to prevent abuse. I believe that the 
following standards would be appropriate: ownership of the lower 
of two-tenths of one percent of the shares or $100,000 market - 
value I restricting a nominating petition to no more than one candi- 
date or 10 percent of the members of the board, whichever is greater; 
restricting a person to signing no more than one nominating petition! 
pre-payment of a fee by the petitioner of at least $500, which fee 
would be non-refundable if the candidate does not receive more 
-than a specified percentage of votes cast at the meeting. 

Finally, I would comment on one omission from the bill which I 
regard as a serious failing. There is no provision for a public 
policy committee of the board of directors. Such committees are 
not unknown -^General Motors has had such a committee since 1970— 
although they are not in use by a large number of companies. 
However, to capture the reform spirit of this Bill, there should 
be a requirement that companies which have significant impact on 
the public interest, such as large publicly held companies, must 
provide a mechanism via the board of directors to grapple with the 
problems of the effect of the corporation's activities on the public 
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interest. Horeover, in the absence of legislation, there is little 
likelihood that state legislatures or other governing bodies will 
require public policy comittees, as is the case with the Audit 
Committees required by the New York Stock Exchange. 

IV. Conclusion 

I have tried to show that there is a need to consider the metes 
and bounds of federal corporate reform. As an initiating device in 
this process, S. 2567 is a welcome beginning. And I have suggested 
that the bill is worthy of adoption, hopefully upon incorporation 
of some of the modifications I have discussed. 

I must emphasize the bill should include an indication of 
congressional intent that corporations look beyond the interest of 
shareholders to those of the public in general. Further, any 
legislative provision purporting to effectively provide shareholder 
protection must, in my opinion, focus on the current intrusions on 
the viability of the derivative suit. 

Thank you for your consideration of these suggestions. 
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Appendix A 
PROPOSED STATUTE AND OFFICIAL COMMENT 

Section ♦—Stockholder's Derivative Suits; 

(a) An action may l:>e brought in the right of a corporation^ 
domestic or foreign, to procure a judgment in its favor, by the 
owner of shares of any class of its equity securities, or of voting 
trust certificates of the corporation, or of a debt security issued 
by the corporation which is convertible into such shares or cer- 
tificates. The term "owner" shall include (1) the holders of 
record of such shares or securities, (2) the holders of such shares 
or securities as shown on the books of any depository institution, 
and (3) any person entitled to the* principal beneficial interest 
therein if such securities are held specifically for such person's 
account by another person acting in a fiduciary capacity unless 

the governing trust instrument contains an express provision denying 
such beneficiary the authority to commence such an action. The 
term "corporation" shall include unincorporated associations and 
partnerships. 

(b) In any such action, the plaintiff must aver, and it must 
be made to appear, that the plaintiff is such an owner at the time 
of bringing the action and either that (i) he was such an owner at 
the time of the transaction of which he complains, or (11) his 
shares or his interest therein devolved upon him by operation of 
law from a person who was such an owner, or (iii) he did not have 
actual knowledge of the transaction of which he complains and 
that the corporation had not made the facts of such transaction 
known in a public manner at or prior to the time that he acquired 
his interest or (iv) the court finds that there is a strong prima 
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facie case in favor of the claim asserted on behalf of the corpora- 
tion and without such suit serious injustice will result* The coa- 
plaint shall also allege with particularity the efforts made by the 
plaintiff to obtain the action he desires from the directors or con- 
parable authority or the reasons why such a demand would be futile. 
The suit may not be maintained if the court finds the reasons so 
set forth to be inadequate or that the plaintiff cannot fairly and 
adequately represent the interests of the security holders similarly 
situated in enforcing the rights of the corporation. No demand 
or request for action need be made upon security holders generally. 

(c) Suit may be brought under this section to recover any 
losses or damages suffered by any corporation, domestic or foreign, 
in connection with a breach of a legal or equitable obligation to 
the corporation or to recover any expenses incurred by the corpora- 
tion in connection with a violation of law by the corporation. In 
computing the amount recoverable under this section, (i) the defen- 
dant shall be permitted to prove that the transaction resulted in 
a net benefit to the corporation! provided, however, that the 
court may disregard any such benefit to the corporation if the off- 
set %#ould frustrate a public policy of the state under this or any 
other provision of law, and (ii) the plaintiff shall be permitted 
to prove that a transaction or policy resulted in intangible losses 
or damages to the corporation if such losses or damages can be 
demonstrated by clear and convincing evidence. The court may direct 
that recovery shall be awarded to individual shareholders on a pro 
rata basis if it finds that a corporate recovery %#ould result in 
unjust enrichment. 
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(d) An action under this section against any prasant or for- 
■ar director* controlling person or employee of any corporation, 
doiMstic or foreign, in which it is alleged that any such person 
personally benefitted from his conduct or that such person failed 
to exercise his duty of due care, may only be dismissed on grounds 
that the board of directors or any committee thereof exercised 
its business judgment not to bring such suit, or that it is in 

the best interest of the corporation that such suit not be brought, 
or any reason or justification substantially equivalent thereto, 
if the applicable conditions of subparagraph (e) are satisfied. 

(e) In the discretion of the court, a suit brought under 

this section may be dism'issed to the extent the action seeks damages 
(but not to the extent it seeks equitable relief) if the moving 
party shall establish each of the following applicable conditions: 
(i) in the case of a domestic corporation or a corpora* 
tion defined by Section # to be a "pseudo-foreign corporation," 

(A) The board of directors approved the discon- 
tinuance of the suit by an affirmative vote of a majority of the 
full board of directors, and that such majority did not include 
the vote of any person who was not independent. 

(B) The board of directors conducted an adequate 
investigation into the underlying transaction or transactions 
and considered the merits of the suit with due care commensurate 
with the gravity of the claimsi 

(C) The subject matter of the suit did not involve 
any transaction or dealings, direct or indirect, between the cor- 
poration or a subsidiary thereof and any controlling person of the 
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corporation or any person undar tha control of, or undar ooiHK>n 
control with, auch controlling peraoni 

(D) After conaidaring the subniaaiona of the partiea, 
and, if neceaaary, holding an evidentiary hearing aa to diaputed 
mattera, tha court deteminea that the action of the board was 
baaed upon a aubatantial buaineas juatif ication for the corporation 
and ia not otherviae unfair, unreaaonable or lacking in good 
faith I or 

(ii) in the caae of other foreign corporationa, the law of 
the corporation* a state of incorporation %#ould recognise auch a 
defense in the caae before the court. 

' (f) For purpoiea of thia section, the word "independent" aa 
applied to a director aeana a peraon who is not deacribed by any 
of aubparagrapha (i)*(vi), aa followas 

(i) Any peraon who ia, or who within five yeara preceding 
his appointment to the board of directora haa been, an officer or 
employee of the corporation, any of its parenta, aubaidiariea or 
other affiliatea. 

(ii) Any peraon who ia related to any executive officer 
or director of the affected corporation, any of ita parenta, aub* 
sidiaries, or other affiliatea, by blood, marriage or adoption 
(excluding relationahipa more remote than firat oouain)* 

(iii) Any peraon who haa aerved aa a lawyer, inveataent 
banker, commercial banker, or aupplier to the corporation, or any 
of its parenta, aubaidiariea or other affiliatea, and who haa 
received, or whoae firm or company with which he ia aaaociated haa 
recieved, paymenta of a material amount in the laat three yeara. 
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or to whom it is proposed that such payment will be made ''in the 
current or next year. 

(iv) Any person who has a pecuniary interest in the 
transaction. 

(V) Any person who was elected to membership on the 
board by the directors following notice of such actual or pending 
derivative suit; provided, ho%rever, that if any directors are 
disqualified on this basis, their seats on the board shall also 
not be considered for purposes of determining the size of the full 
board under this section. 

(vi) Any person who has any other relationship to the 
corporation which the court determines %#ould impair that person's 
exercise of independent judgment. The fact that such person is a 
defendant in the law suit in question shall not disqualify that 
person from being deemed independent if the court affirmatively 
determines that the inclusion of such person as a defendant is 
without substantial merit or that the primary purpose of naming 
such person as a defendant is to prevent him from deemed an 
Independent director. 

(g) For purpose of this section, the word "person" includes 
any corporation, partnership, joint stock association or business 
trust, and the word "controlling person" means any person who possesse 
the ability to determine the principal policies and practices of 
the company, whether by reason of stock ownership, contract, position 
or otherwise. The chief executive officer shall be deemed to be a 
controlling person, but membership on the board of directors by 
itself shall not cause a person to be considered a controlling person. 
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(h) In any action brought undar thia aaction in a court of 
this atata* no bond or othar aacurity for axpansaa nay ba raquirad 
by tha court. Tha court may in its diacration award applicable 
coata, including raaaonabla attornaya* feaa, againat a party, or 
against their counaal, in the following circuastancaaz 

(i) The court nay award coats againat plaintiff a or 
their counsel if it concludes upon final judgnant for tha daxandants 
that tha action waa brought without raaaonabla causa i or 

(ii) Tha court may award coats againat any party or their 
counael at any tine if it finds with respect to such party or coun- 
aal that a notion, request for discovery, attenpt to reaiat diaeovery, 
or appeal was made without reaaonable cauae and either natarially 
protracted the litigation or conatituted an abuae of tha diaeovery 
process. 

(i) An action authorised by this section shall not ba diaoon- 
tinued, conproniaed or settled without approval by tha court having 
jurisdiction of the action. If the court shall detemine that the 
interests of the shareholders or of any claaa thereof will be 
substantially affected by the discontinuance, conpronise or settle- 
nent, the court nay direct that notice, by publication or otherwise, 
be given to the shareholders or any claas thereof whose interests 
will be so affected. If notice ia ao directed to be given, the 
court nay detemine which one or nore of the parties to the action 
shall bear tha expense of giving the notice, in such amount as tlia 
court determines and finds to be reasonable in the circumstance a. 
The amount of such expense shall ba awarded as special costs of tha 
action and recoverable in the aama manner as statutory taxable coata. 
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(j) If the action on behal£ o£ the corporation was successful, 
in whole or in part, or if a benefit was conferred by any plaintiff 
or plaintiffs, or other claimant or claimants, as the result of a 
judgment, compromise or settlement of an action or claim, the court 
may award such plaintiff or plaintiffs, claimant or claimants, reason- 
able expenses, including reasonable attorney's fees, and shall direct 

r 

him or them to account to the corporation for the remainder of the 
proceeds so received by him or them. 

COMMENT 

This statute is intended as a provision in a model state 
corporation code, and it necessarily integrates with other provisions 
typically set forth in state corporation statutes which are not 
here set forth. Its fundamental premise Is two- fold. 

First, the stockholders* derivative suit Is essential to 
assure the accountability of corporate managers. This role has 
been recognized by courts, legislatures and commentators. Indeed, 
the Supreme Court has termed it "the chief regulator of corporate 
management." Cohen v. Beneficial Industrial Loan Corp. , 337 U.S. 
541, 548 (1949). See also Surowltz v. Hilton Hotels Corp. , 393 
O.S. 363, 371 (1966). 

Second, the deterrent capacity of derivative suits has been 
diminished by statutory law rules that pose obstacles to the bringing 
of such suits and by judicial decisions that permit such suits to 
be dismissed without adequate opportunity for consideration of 
the merits of the claim or the process by which the decision was 
reached. See Auerbach v, Bennett , 47 N.Y. 2d 619, 393 N.E. 2d 
994, 419 N.Y.S. 2d 920 (1979)i Abbey v. Control Data Corp. , 603 
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p. 2d 724 (8th Cir. 1979) CTt. d#nUd , 100 S.Ct. 670 (1980). 
This statute recognizes the fundamental existence of the right and 
overcomes the principal obstacles without rejecting the authority 
of a properly independent and disinterested board to ma)ce a decision 
not to sue. 

(a) Standing Requirements 

In subsection (a), the right to bring such a suit is clearly 
recognized as a right under the statute. The state expands the 
category of those eligible to bring such a suit in an important 
respect: it permits suit to be brought by beneficial holders and 
holders of convertible debt securities. The latter have sometimes 
been denied the right to bring such suit. Compare Harff v. Ker)corian , 
324 A. 2d 215 (Del. Ch. 1974) and Kusner v. First Pennsylvania Corp. , 
395 F.Supp. 276 (E.D. Pa. 1975) with Hoff v. Sprayregan , 52 F.R.D. 
254 (S.D.N.Y. 1971). Ho%#ever, a convertible security holder closely 
resembles a common stoc)cholder and should have similar opportunities 
to protect the corporate property. 

The decision to give standing to the beneficial holder rests 
on several policy premises: first, an increasing amount of securi- 
ties is today held in "street names" by brolcerage houses or deposi- 
tory institutions for investors, and strict statutes requiring 
that the plaintiff be a registered holder pointlessly disqualify 
them (see, e.g.. Hash. Bus. Corp. Act Section 23A.08.460 (1967)). 
Second, where securities are held in trust by financial institutions, 
the trustee institution may be subject to a conflict of interest 
and in any event has little incentive to bring a derivative suit 
on behalf of a small trust against a large corporation. Third, 
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existing trust law provides only uncertain remedies against a 
trustee who fails to bring a potentially meritorious action. In 
fact, were the trustee required to bring every colorable suit, it 
might well be reluctant to serve in such a capacity. Finally, it 
is unlikely to have been the testator's desire when he or she 
placed the securities in trust to cut off the beneficiaries from 
the ability to protect the corpus of the trust from waste or mis- 
management by corporate officials. Caselaw has also long recognized 
the right of a beneficial holder to file a derivative suit. See 
Rosenthal v. Burry Biscuit Corp. , A. 2d 106 (Del. Ch. 1948); HGF Co. 
V. Pioneer Pub. Co. , 162 P. 2d 536 (7th Cir. 1947). Notwithstanding 
these reasons, this statute is reluctant to enter the field of 
trust law and does so only to the minimum extent necessary to 
provide an adequate remedy. Thus, it recognizes the possiblity 
that a person creating a trust may expressly deprive the beneficiary 
of the authority to commence a derivative suit by placing an express 
provision in the trust instrument. The impact of such provision 
on the legal obligations of the trustee to the beneficiary is 
beyond the scope of this statute. 

In many cases there may be more than one beneficial interest, 
as, for example, where a trust is divided between present and future 
interests. This statute authorizes only the principal interest 
(which normally will be determined on an actuarial basis) to file 
suit, thus precluding disputes between the beneficiaries as to 
whether the suit should be filed. It is not intended to confer 
the right to bring suit on a person holding only a contingent or 
expectant interest, unless such person can clearly demonstrate 
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that th« contln9«nt lnt«r«8t is th« principal intarast* S— 
Jonas V. Taylor t 348 A.2d 188 (Dal. Ch. 197S). Witli raspact to 
this standing Issua* it is assuaad that tha burdan of proof would 
ba on tha plaintiff. In addition, tha raqulraaant that tha sharas 
ba "spaclflcally* ha Id for tha account of tha parson bringing tha 
suit aliitinatas any possibility that a banaficiary of a pansion or 
profit-sharing fund could fila such a suit (although tha trustaa 
of the fund, of coursa, could). 

Subsaction (b) addrassas tha contaaporanaous o%marship rula 
and axpands tha catagorias of sharaholdars or othar sacurity holdars 
who may sua. Pravailing rules require a shareholder to have owned 
his interest at the tiae of the wrong. See Bangor Punta Operatlona, 
Inc. V. Bangor k Aroostook R.R. , 417 O.S. 703 (1974). By and 
large this is sound policyi investors should not be able to "buy" 
law suits and unjust enrichment aay result if a shareholder seeks 
recovery with respect to injuries to the corporation which were 
already discounted in the purchase price for his shares. Bowever,' 
the majority rule is overbroad t if the investor did not in' fact 
know of the improper transaction, and the corporation did not sake 
the transaction public, the shareholder clearly did not buy a law 
suit. That person should be able to assert the right of the cor- 
poration. No windfall gain is involved y if the transaction was 
secret it did not have an impact on the stock price that would 
have enabled the shares to have been purchased cheap. Subparagraph 
(b)(iv) is borro%#ed from the current Pennsylvania statute. Pa. 
Bus. Corp. Law Section 516 (1968). See also Cal. Gen. Corp. Law 
Section 800 (1976). 
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Subsection (b) also adopts tha demand on directors requirement 
largely as it is set forth in Rule 23.1 o£ the Federal Rules of 
Civil Procedure* No attempt has been made to codify the complicated 
body of law on when demand may be excused on grounds of futility, 
since the common law approach has largely proven adequate in this 
area. Following the New York approach, demand on shareholders is 
not required as such a requirement both places unrealistic expecta- 
tions on the ability of often widely scattered shareholders to reach 
an expeditious or informed decision and cohstitutes an unreasonable 
burden on the plaintiff. See N. Y. Business Corporation Law, 
Section 626. 

Verification of the complaint is not required by this statute. 
Not only has that requirement of Rule 23.1 been substantially 
relaxed by the Supreme Court ( see Surowitz v. Hilton Hotels Corp. , 
supra ) , but the danger of vexatious or frivolous lawsuits is more 
directly addressed by subparabraph (h) irhich authorises the court 
to award costs and expenses where an action is comstenced without 
reasonable cause. The requirement that 'the plaintiff fairly represent 
the class is based on Rule 23.1, but also reflects the fact that 
conflicts of interest can exist betireen different classes of security- 
holders y this may require multiple representation in some cases. 

(b) Damages, Pro Rata Recovery, Offsets and Public Policy 

Subparagraph (c) partially reverses the so-called net benefit 
rule. Under some interpretations of that rule, the suit should be 
dismissed where the plaintiff could not prove that the loss produced 
by misconduct did not exceed possible gains from the activity. 
Such a dubious rule places aH unreasonable burden both on the plaintiff 
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and the public interest. For exaaple, if the corporation knowingly 
violated an environaentel protection law, and in the process in- 
creased profits, there would be no net detriment to the corporation 
and there would be no recovery in a derivative suit. However, the 
derivative suit may provide the best nwans possible of deterring 
anti-social conduct on the part of the individuals who cause the 
corporation to violate the law. This subsection permits the suit 
regardless of the corporate gain if the court determines that it 
would be against public policy to offset the gain, and in all 
events it places the burden on the defendant to prove that the 
gains exceeded the losses. This burden of proving that a net 
profit or offset resulted from the transaction in question belongs 
on the defendants, given their superior access as corperate insiders 
to the relevant information. See Note, 64 Colum. L. Rev. 174, 
178 (1964). The better common law view which holds that intangible 
injury to the corporation constitutes actual damage is here codified, 
but with the provision that such intangible injuries be proven 
under a higher burden of proof. See Diamond v. Oreamuno , 24 N.Y.2d. 
494, 301 NYS 2d 78, 248 NE 2d 910 (1969). This higher standard of 
proof is intended to discourage frivolous allegations of damage to 
corporate good will or reputation without precluding the possibility 
of all such injuries. Such a standard also reduces the danger of 
subsequent plaintiffs contesting a settlement over this issue. 

Subparagraph (c) also recognizes that a corporate recovery 
would in sooM circumstances be inequitable and so authorizes the 
court to award a pro rata recovery to injured shareholders (including 
non-contemporaneous owners). See Perlman v. Feldmann , 219 P. 2d 173 
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(2d Cir. 1955). S«« also Grenier, Prorata Recovery by ShTeholders 
on Corporate Cauees of Action as a Means of Achieving Corporation 
Justice , 19 Hash i Lee L. Rev. 165 (1962). 

(c) The Business Judgment Decision Not to Sue 
Subparagraph (d) deals with the most serious contemporary bar- 
rier to the derivative suits a decision by a board, which may 
have been dominated by the defendants, to seek dismissal of the 
suit on the grounds that it is adverse to the corporation's best 
interests. The statute responds to this possibility chiefly by 
conditioning the board's authority to terminate derivative litiga^ 
tion on the existence of a requisite level of independence as 
shown by relatively objective standards. In numerous cases boards 
have decided that litigation against insiders should be terminated 
for various generalized reasons— a.g., asserted cost to the corpora- 
tion, demoralisation of employees, improbability of success, etc. 
Counter-examples where the board has recognised possible merit to 
an action brought by a minority shareholder are conspicuous by 
their absence. This testifies to the difficulty most boards under^ 
standably have in adequately considering allegations of misconduct 
by one of their own. As a result, increased judicial supervision 
appears necessary. Subparagraph (d) does not, however, apply to 
derivative suits brought against third parties who are not affiliated 
with the corporation. This recognizes that there is little potential 
for abuse in the dismissal of such suits, and it was chiefly in 
this context that the Supreme Court has upheld the board's power 
not to use. See United Copper Securities Co. v. Amalgamated Copper Co. , 
244 U.S. 261 (1917). 
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Sobpftra^rapli (d) provides, in tbm emmm of a oorporation w t w— 
intamal affairs ar« govamad by tba jorlsdlctloa'a law, tlwt tte 
suit aliould not ba dlaalasad at tha board's raqoaat unlaa tba 
applicable protactiva condltlona In subparagraph (a), raad togatbar 
with tha definitions in subparagraph (f), are satisfied. Subpara- 
graph (e) pamits only a majority of the board (not a coaaittaa) 
to make such a judgment y such majority aust be c oaposad of indapan- 
dent and disinterested aeabersy self-dealing aay not have been 
involved if the defendant was a controlling person. This majority 
requirement would prevent an inaidar-dominated board from maintaining 
a "tame* committee of nominally independent directors for tba 
purpose of dismissing such actions. In addition, certain specific 
actions may never be dismissed on such grounds: agbp«ragr«ph 
(e)(1)(C) prevents the dismissal of derivative actions against ooih> 
trolling persons (a term defined to include parent corporations, 
their affiliates and the chief executive officer) on the grounds 
that the prospects are poor that the board of a subsidiary will ba 
sufficiently independent to reach a disinterested decision not to 
sue. In addition, subpsragraph (d) precludes the dismissal of 
injunctive and other actions seeking equitable relief (but only to 
such extent) on the grounds that the barriers to equitable relief 
are already sufficiently high and that such actions tend to arise 
in specific contexts (such as that of "going private") where judicial 
review is especially desirable. 

It is recognised that plaintiffs may attempt to disqualify 
the entire board by naming all of them as defendants, but under 
subparagraph (f)(vi) the statute does not automatically disqualify 
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dirvctors who have been so named, and, therefore, it cannot be 
manipulated in this fashion by plaintiffs. See Galef v. Alexander , 
615 F.2d 51, 59-62 (2d Cir. 1980). The court may conduct a "mini- 
hearing" on this issue, or on other issues hereunder. See subpara- 
graph (e)(v). 

The question of who is a controlling person is usually a 
question of fact. In many large corporations practical control 
rests with management. Under such circuowtanees the definition of 
controlling person in subparagraph (g) would normally render only 
the chief executive officer to be a controlling person. The 
background and circumstances of companies vary, of course'^ and 
control may also rest with others in management, such as the chairman 
of the executive committee, or a retired board chairman as well as 
with the chief executive officer. Control through stock o%mership 
would rarely require ownership of more than half of the stock, 
except in close corporations. In large publicly owned corporation, 
as little as 10% may be netded to possess control. See Carter v. 
Muscat, 21 App. Dlv. 2d 543, 21 N.Y.S. 2d 378 (1st Dept. 1964). 

Directors appointed by the board subsequent to the commencement 
of litigation are not considered sufficiently "Independent" under 
subparagraph (f)(v) to be counted as members of an independent 
majorityi however, when a director is disqualified because he was 
appointed to the board by the directors subsequent to the commence- 
ment of the litigation, such a director Is not to be counted in 
determining the size of the full board for purposes of subparagraph 
(e)(1). Thus, if there %rere seven independent directors on a ten 
person board but three %rere such subsequent appointments, a dis- 
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interested majority of 4/7*8 would remain possible. Note that 
this disqualification does not apply to directors elected by the 
shareholders subsequent to the conjiience«ient of the litigation; this 
recognizes that litigation may be protracted, and that the share- 
holders should remain empo%#ered to elect new directors with full 
authority. 

The standard in subparagraph (e)(i)(D) is modeled after review 
of administrative practice where substantial evidence is sufficient 
to support the finding of the agency. By substantial, it is meant 
that the court should consider the reason advanced to be more 
persuasive than merely "colorable," although it need not itself be 
convinced of the wisdom of the reasons advanced. Consistent with 
that approach, the court may want to remand to the board certain 
cases for additional findings which the court believes the board 
should reach. Cf. SEC v. Chenery Corp. 310 U.S. 80 (1943). Wote 
that the business justification advanced must belong to the 
Corporation and not to its parent or other entitf . This language 
is intended to reject the result in Tenser v. International 
General Industries , 379 A. 2d 1121 (Del. 1977). 

Finally, it should be noted that subparagraphs (d) and (e) do 
not preclude other motions to dismiss relating to the insufficiency 
of the evidence, failure to state a claim on %rhich relief can be 
granted or the traditional rule insofar as it protects business 
decisions (other than a decision not to sue) which are made in the 
informed discretion of the board. 

(d) Costs and Expenses 

Subparagraph (h) denies the court power to require a 
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security for expenses bond. Such a bond is not required in other 
forms of civil litigation, and in any event the security requirement 
fails to distinguish in its chilling effect between frivolous and 
meritorious actions. Under subparagraph (h), the court is, however, 
empowered to award reasonable costs and expenses if an action is 
commenced without "reasonable cause." To be even-handed, this 
authority also applied to the defendant, and the court is speci- 
fically authorized to award interim costs and expenses where an 
action is prolonged by frivolous motions, abuse of discovery or 
unreasonable resistance to discovery requests. A higher standard 
is, however, required for such an interim award on the grounds 
that the parties cannot be as easily or safely restricted in the 
heat of adversarial combat by a simple "reasonableness" standard. 
The Supreme Court has recently recognized judicial authority to 
impose an award against an attorney. See Roadway Express, Inc. v. 

Piper , U.S. , 100 S.Ct. 2455 (1980). Such an award may 

be necessary in the derivative suit context where the plaintiff 
may be only a nominal stockholder who is effectively "judgment 
proof." This subsection (h) is intended to apply only within 
courts of the jurisdiction and does not follow the corporation 
incorporated within the jurisdiction into other states where a 
derivative suit against it might be commenced. 

(e) Choice of Law 

The statute takes a compromise position on the important 
issue of which conflicts of law rule should govern corporate affairs: 
i.e., the "internal affairs" rule under which the state of incorpora- 
tion is decisive or the modern "center of gravity" rule which now 
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governs in r«lat«d arvas of law and irhlch night makm applicable the 
law of tha jurisdiction in which the corporation had tha largest 
presence or on which the transaction inpacted the aost heavily. 
Basically, the statute agrees with the Suprenw Court's statement 
that the rationale for the majority "internal affairs* rule lies 
■ore in the "need for unifom and certain standards to govern the 
internal affairs of a corporation than in the perceived interests 
of the state of corporation." Shaffer v* Hgitner , 433 O.S. 186, 
215 n.44 (1977). In this light, the deficiency of a "center of 
gravity" or similar balancing test is that it is highly uncertain 
in its application. Ro%#everr two exceptions to the internal affairs 
rule are clearly justifiable! (1) rules of judicial procedure, 
including those applicable to derivative actions, are the preroga- 
tive of the forun jurisdiction, and (2) the legislature of the 
forum jurisdiction is entitled to classify some foreign corporations 
as substantially equivalent to domestic corporations because of 
such corporation's preponderance of contacts with the forum 
jurisdiction. 

Thus, to the extent that this statute's requirements are pro- 
cedural, they apply to all actions comstenced within the jurisdiction 
against both dooMstic and foreign corporations. Ro%#ever, because 
limitations on the business judgment decision (such as that expressed 
in subparagraph (e)) arguably regulate internal affairs of the 
corporation, the statute applies this limitation only to corpora- 
tions subject to the state's ability to subject them to its substan- 
tive corporate law. This includes both corporations incorporated 
within the state and certain other corporations (typically called 
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"ps«udp-£or«ign corporations) which Are incorporated elsewhere but 
doing business predominantly within the state. See Cal. Corp. 
Code Section 2115 (West Supp. 1979) and N.Y. Bus. Corp. Law Sections 
1319-1320. The reach of this power over foreign corporations is 
beyond the scope of this comment and a matter of legislative policy. 
See Kaplan, Fdreign Corporations arvd Local Corpora t€ 1^1 icy , 21 
Vand. L. Rev. 433 (1968)i Latty, Paeudo-Foreign Corporstiona ^ 65 
Yale L.J. 137 (1955); Ratner and Schwartz, The Impact of Shaffer v^ 
Wej^tne^r on the Subatantive Law of Corporations i 45 Brooklyn L. 
Rev. 641 (1979). It is here contemplated that the jurisdiction 
will have already adopted a definition of "pseudo-foreigA corpora- 
tion" in its corporation code, which may be incorporated here by 
reference. If it has not, the California statute supplies an 
attractive model. 

Subparagraph (c)(i) applies in the case of all corporations, 
both foreign and domestic, since its provision that a court need 
not allow an offset which frustrates a policy of the forum is 
founded on the traditional conflicts rule that a state need not 
enforce rules of foreign jurisdictions which contravene fundamental 
policies of the forum. 

(f ) Counsel Fees 

This statute does not address the subject of reimbursement 
of plaintiff's expenses, except to require judicial approval. See 
New York Business Corporation Law, Section 626(e). The rule is 
today well recognized in both class and derivative actions that, 
when such an action brought representatively confers substantial 
benefits upon the class, the successful stockholder should be 
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awarded its expenses, including reasonable attorney's fees, £roit 
the common fund created by the action. See Chrysler v. Dun , 223 
A. 2d 384 (Del. 1966). Cf. Van Gewert v. Boeing , 100 S.Ct. 745, 
749 (1970); Mills v. Electric Auto-Lite Co. , 396, 396 U.S. 375, 392 
(1970). The benefit conferred need not be a monetary one. See 
Bosch V. Meeker Cooperative Light and Power Assn ., 101 N.W, 2d 423 
(Minn. 1960). Standards in this area have, however, largely developed 
through a common law process, and this statute therefore does not 
attempt to codify them for fear of freezing what is today a process 
undergoing continuing evolution. See Cole, Counsel Fees in Stock- 
holders Derivative and Class Actions — Hornstein Revisited, 6 0. Rich. 
L. Rev. 259 (1972). 

(g) Judicial Approval of Settlements 

Judicial approval of settlements is required by Rule 23.1 
and by several states . Paragraphs ( i ) and ( j ) copy the New York 
provision, S 626(d) and (e). The abuses that gave rise to the rule 
requiring judicial approval are set forth in Haudek, The Settlement 
and Dismissal of Stockholders* Actions — Part 1 , 22 NW. L. J. 767 
(1968). The statute makes no effort to codify the standards that 
courts have employed to approve the terms of settlements, nor to 
determine the appropriate legal fee. See comment to subparagraph 
(f ) , supra . 

The statute also does not attempt to deal with the problem 
presented in Wolf v. Barkes , 348 F.2d 994 (2d Cir. 1965), cert, 
den. 382 U.S. 941. To the extent that a corporation has an 
independent board of directors, the danger of a collusive settlement 
that unfairly thrwarts a derivative suit is minimized, and the 
provisions of this statute, particularly subparagraph (e), provide 
an incentive to the establishment of such a board. However, in 
situations where a potentially collusive settlement has been entered 
into directly by the corporation after a derivative suit has been 
filed, and which would be offered as a defense to the derivative 
suit, the court retains equity power to set aside such settlement. 
See Wolf V. Barkes , supra. 
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309. (a) A director shall perform the duties of a director, includ- 
ing the duties as a member of any committee of the board upon which 
the director. may serve, in good faith, in a manner such director 
believes to be in the best interests of the corporation and with 
such care, including reasonable inquiry, as an ordinarily prudent 
person in a like position would use under similar circumstances. 

Professor Schwartz. I appreciate that. My brother-at-law, Prof. 
David Ratner of Cornell Law School, was invited to appear at these 
hearings and was unable to do so. But he asked me to report that 
he fully endorses my statement. I might add that I fully endorse 
his. 

I might add, too, that I fully endorse his suggestion that if there 
is to be any hope for this bill, that the committee, the Congress and 
President are urged to act with some dispatch. 

I've heard my friend and also brother at law Professor Ruder, 
refer to himself as a friend of the corporation. He and I shared a 
panel a week ago in which we were both identified as critics of the 
corporation. But I think somebody was not reading what one of us 
was writing. In any event, my friend Professor Ruder said he is a 
friend of the corporation. 

The fact is, we're all friends of the corporation. It is a marvelous 
invention to organize some society's economic activities. All of us 
who have examined corporate activity and governance during the 
last decade believe that. The key to understanding those criticisms, 
and more important, to understanding this bill, is the fact that 
there is universal recognition of the need for corporations to con- 
tinue to perform their functions. 

In fact, of course all megor institutions, from corporations to 
universities to Government, have been examined more harshly 
during the last decade than at any time in our history. And all are 
needed but all are found to be in need of change. 

CORPORATE REFORM 

This bill pulls together much of the best contemporary thinking 
about corporate reform. It focuses on protection of shareholders 
and abuses of managerial power, a commendable goal because nei- 
ther existing market forces or limited Government regulation C€m 
fully achieve this objective. 

However, legislative reform that focuses only on the manner in 
which the exercise of corporate power threatens investors is short 
of the mark. Shareholder protection alone would not justify sweep- 
ing reform. That case rests on the ability to show that the diverse 
interests in society stand to benefit from Federal intervention in 
corporate governance, while at the S€une time the economic viabil- 
ity of a corporation is preserved. 

The report of the Advisory Committee to Senator Metzenbaum 
chaired by Mr. Sommer addressed the need to deal with, ''the 
seeming indifference by some companies to the larger concerns of 
society and the expectations of that society with respect to the 
proper and moral corporate conduct." 
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However, I agree with tiioee distinguished leaders that dissented 
from the report, Messrs. Shapiro and DeButts when they said this 
is not the time to uproot our system in favor of Federal chartering. 
I think that is correct. 

That to some extent modifies a position that Fve written about 
earlier favoring Federal chartering, which I think may be a proper 
long-term objective. Fm sufficiendy unreconstructed to believe that 
sooner or later we must have Fiederal legislation as a mode of 
reform. In the meantime, Federal legislation serves as a paradigm 
against which we measure all other legislative schemes. 

The current period of both corporate self-examination and re|^- 
latory experimentation is healtJiy. Too much legislation at this 
point I trunk would be premature. That we need time for the 
processes that Professor Neuschel and Professor Ruder are talking 
about, which have evolved some very healthy corporate self-exami- 
nation and some experimentation. That must be allowed to con- 
tinue. Because through the process of experimentation, we can 
learn which changes ^1 work and which wUl not. 

Nevertheless, I think it is worthwhile to begin to think about 
Federal legislation now and to enact some modest begixming, which 
I believe this bill represents. I think that the discussion that b 
occurring in these hearings can help focus our thinking. 

The specific reforms that are proposed in the bill are modest and 
worthy of adoption, hopefully with some changes that I've suggest- 
ed, and I am sure, that others have offered. 

There are two perceptions of a corporation which dominate con- 
temporary thinking. The first and most common holds that the 
corporation is the efficient organizer of our economic activity. The 
second sees the corporation as a quasi-political structure that oper- 
ates like a government and as such has the capability of satisfying 
a wide range of social needs. 

I think there is truth in both perceptions, that is in the pursuit 
of its economic goals the corporation gives rise to what economists 
call externalities, which include both benefits the community re- 
ceives without cost but also burdens imposed on the community. 
Costs and benefits must walk t(^ether, and therefore reform must 
chart a path between the two. 

In fact, such a moderate path giving heed to two obligations 
must be charted twice, first by the corporate managers in tiieir 
daily decisions guiding the corporations and, secondly, by those 
who devise the system of maintaining the accountability of corpo- 
rate managers. 

This bill is designed to protect shareholders' interest. Yet, of all 
the groups effected by the corporations' actions, the shareholders 
are probably the least in neai of protection. One reason is, as 
referred to earlier, that the Wall Street rule enables shareholders 
who are discontent to sell their shares. The second reason why 
shareholders are the least oppressed is because management and 
shareholders generally are in tune with each other. 

I share the view that Professor Ruder expressed and that Messrs. 
Shapiro and DeButts have expressed, that stockholders are not an 
oppressed class and are not clamoring for larger participatory 
rights, although perhaps that is because they realize that the 
clamor for it would be futile. 
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In any event, that cannot end the inquiry. Managerial account- 
ability, if it's to be effective and useful, must look beyond the 
shareholders to discern its focus. If we're to demand shareholders 
take account of their quasi-political context, then the course of 
accountability should be widened to include taking notice of public 
responsibility. 

Of course, there are dangers in a perspective that includes non- 
shareholders, includinj^ increased costs of enforcement, and, more 
particularly a loss of focus on preserving shareholder welfare. 
Iliese potential problems add to my concern about not making too 
many l^islative decisions too soon. 

Today we have a modest system of sluureholder involvement in 
the corporation, including such mechanisms as shareholder partici- 
pation in elections and approval of certain transactions. Manage- 
ment governs, of course, as it must, but the law has also provided a 
modest sluureholder role so that management cannot govern abso- 
lutely. 

Belief that these mechanisms actually function can be somewhat 
dangerous because it lulls us into a falso sense that we have solved 
the problem of taking care of shareholder welfare when, in fact, I 
think these traditional mechanisms do not function effectively in 
providing sluureholder participation. On the whole, they do not 
constrain management nor provide a system of accountabUity. Con- 
sequently, legislative provisions offering increased managerial ac- 
countability to shareholders would be helpful. 

There have been a lot of reforms talked about and that are urged 
in this bill, such as independent bo€u*ds, audit committees, nomi- 
nating committees. I think useful as these reforms are, they ought 
not to be confused with the storming of the Bastille. These are very 
modest reforms. They do not fundamentally alter the system. 

SHAREHOLDER DERTVATTVE SUFF 

If there is a radical notion afoot today, it is that which holds the 
shareholder may not commence a shareholder derivative suit alleg- 
ing a breach of fiduciary responsibility by the management. Noth- 
ing can more effectively increase accountability of managers than 
the threat of liability. 

Yet recent decisions by State courts and Federal courts threaten 
the viability of the stockholder's derivative suit, which itself is 
threatened to become an endangered species and, therefore, is in 
need of Congress help since the States are unlikely to act. Mr. 
Morris had elaborate on this, and I won't pursue that theme 
much more. 

I might add that I have, together with a colleague at George- 
town, Prof. John Coffee, prepared an article in which we propose a 
model statute concerning derivative suits. I have attached that as 
appendix A to my remarks. 

I would urge that if anything needs strengthening in this bill it 
is a provision that more effectively protects the stockholder's de- 
rivative suit. There have been judicial giants in our time like 
Justice Black and Justice Harlan who have exalted the areat value 
of stockholder derivative suits. I think there have been decisions or 
actions on the State level that threaten its ability to perform that 
role. 
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My other specific suggestion for the bill Til leave to my written 
statement. But I would like to add one final comment. Now is not 
the time in the course of the Republic to embark on bold new 
regulatory ventures. Some will criticize this bill and more particu- 
larly some of the suggestions that I offer as a nostalgic exercise of 
heavy-handed government intrusion. I believe they are no such 
thing. 

I think that the suggestions that Tve made, and I think that 
Senator Metzenbaum's bill is not the kind of regulation that tells 
business people how to run their business. It does not propose a 
law that substitutes judgment of regulators for those of the private 
sector. That is what certain kinds of regulation effecting corpora- 
tions does. 

Those that tell a corporation or any business person that th^ 
must pay a wage of a certain amount or what they can dump into 
navigable streams or what kinds of tools they can use in the 
workplace are the substitute of Government decisions for those of 
business people. But this bill provides no such thing. 

This strain of corporate reform says to the business community, 
You make the business decisions including the countless ones that 
simply cannot be regulated or that we don't choose to regulate. 
You make the decisions that affect people who work for you or buy 
your products or live in your neighborhood. Just give us some 
confidence that you're going about the decisionmaking process in 
the right way. Once you ve satisfied us on that score, then we have 
no further interest in what you do, because we believe that it's 
more important or more effective to regulate how one does things 
than what one does. 

I suggest this is appropriate government concern for the 1980's 
and belongs on the Federal agenda, because State law throughout 
the century has ignored those concerns. 

Thank you. 

Senator Sarbanes. Well, thank you. Professor Schwartz. 

Gentlemen, we thank all three of you for a very effective presen- 
tation. I also in particular want to thank you for the obvious 
thought and work which has gone into the statements you have 
submitted and which will be included in full in the conmiittee's 
record. 

I wanted to ask this question: To what extent is the exercise in 
which we are engaged here and the focus on this whole subject 
matter of corporate governance, various conferences that are held, 
various studies that are made and proposals, affecting the view 
which the courts are taking in appl3dng the various standards in 
this area so that through that very process, the standards are being 
broadened or touched or whatever the appropriate word as a per- 
ception that that now constitutes what a reasonable and prudent 
person would do in the exercise of these corporate responsibiUties? 

DUTY OF LOYALTY 

Professor Ruder. Could I respond to that? First it is important to 
distinguish between what is called the duty of loyalty and what is 
called the duty of care. The former is a duty to avoid conflicts of 
interests and overreaching. The latter involves the question of 
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liabilities which a director may incur for using bad judgment or 
failing to exercise proper diligence. 

Inquiries regarding those two duties are frequently the subject of 
litigation in State courts. They should be contrasted with questions 
involving corporate sensitivity to use of power which are reached 
through the boardroom and the board committee process. 

I tMnk there are two responses to the question regarding the 
effects of the recent concern in the area of corporate governance. 

First, with regard to the State law question, as I indicated earli- 
er, the law of Delaware has been clarified to indicate that Dela- 
ware is more concerned with shareholder rights and fairness to 
shareholders than was thought to be the case at the time that 
Professor Gary wrote his famous article. Whether you look at the 
Delaware law as having changed or whether you look at recent 
decisions as having clarified prior law, it is surely clearer than it 
was that the law of Delaware protects shareholders. 

Second, as I have viewed the corporate community from what I 
regard to be an objective point of view, that community itself has 
established processes through independent directors and through 
audit committees, public policy committees, and nominating com- 
mittees which are attempting to address the problems of public 
concern. 

As Professor Neuschel indicated, the large U.S. corporations are 
acting responsibly and are moving in a direction so as to provide 
accountability for their actions. It is in that regard that I think the 
response has been most noticeable and most positive. I look for- 
ward to this trend continuing. 

Professor Schwartz. Well, I think that there has been a trend 
along the lines suggested. I think the decisions of courts have been 
more mindful, I think, of the kinds of pressures that have been 
represent<^ in the studies that have been made. I think that there 
has been a lot of progress made voluntarily in the corporate board- 
room. 

I believe that this has been more a matter of corporate managers 
and perhaps judges deciding breach of fiduciary duty cases, feeling 
the heat than seeing the light. But whatever, I think it's been a 
healthy development. 

By the way, Senator, you mentioned various studies that have 
been made. One of the more extensive ones was the various All 
symposia that resulted in a published transcript which I had the 
honor of editing. 

I would like to give a copy of that to the committee for its library 
and for its reference purposes. 

Senator Sarbanes. We appreciate it. 

Professor Schwartz. Its a very good collection of some fine 
writing on this, including an excellent contribution by my friend, 
Dean Ruder. 

Senator Sarbanes. We appreciate that very much. 

Professor Neuschel? 

Professor Neuschel. Mr. Chairman, may I make a nonlegal 
answer to your question? 

Senator Sarbanes. Always welcome. I say that as a lawyer. 

Professor Neuschel. Just to think back over the last 34 years, we 
have had something of a revolution in education ourselves on how 
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to manage our organizations better both in the United States and 
throughout the Western World. 

As I think back over what we have done in an educational sense, 
and in the sense of development within our corporation, we have 
an era of very substantial improvement and development in our 
capacity to manage at, if you will, the management level. 

I think in the 1980's and 1990's we will go through the same kind 
of thing at the director level. I think we will learn how to better 
carry out corporate governance at that level. 

I think you will to find many universities are going to establish 
not only research programs as they are beginning to do, but pro- 
grams of education in the whole field of corporate governance. 

So I think we are going to attack it in that way. I just wanted to 
mention this because as you look back or think forward about 
another 3 or 4 years, you will see a lot of universities setting up 
departments of corporate governance and, in a sense, trying to 
bootstrap ourselves m terms of education. 

I don t know whether my two colleagues would support that 
comment or not, but I think that is what is going to happen. 

Senator Sarbanes. Yes, gentlemen, did you want to comment? 

Professor Schwartz. I mink it is clear that there has been 
greater professionalism in the management of the corporation in 
the truest sense that you are referring to. I think that is a healthv 
development. I think the various elements you have identified. 
Senator Sarbanes, have contributed to that process. 

Professor Ruder. I have a comment, but it relates to a comment 
that my good colleague. Professor Schwartz, made earlier. 

Senator Sarbanes. You are entitled. 

LEGISLATION IS MODEST 

Professor Ruder. Professor Schwartz stated that this le^lation 
is modest. I would simply call your attention to section 5 which 
deeds with the independent board of directors, and section 7, which 
deals with nominating committees. 

Sections 5 (a) and (b) describes independent directors in a strict 
manner. Not only are the definitions strict, but they do not permit 
anyone who has worked for the corporation within the last 5 years 
to be categorized as an independent director. 

Then, in section 7 the bill says that the right to nominate direc- 
tors shall be vested in a nominating committee composed solely of 
these independent people. It goes on to say that the power to 
nominate candidates for the board shall be vested solely in the 
nominating committee. 

This is a very dramatic change in corporate governance for the 
United States. Under these sections, since management directors 
cannot participate in the nomination process they will be entirely 
disenfranchised from nominating directors of the corporation. Since 
the power to nominate is the power to elect, control will have 
shifted to an entirely outside group of directors. This is the type of 
provision which, if adopted, would cause dramatic shifts in the way 
corporations are operated in the United States. 

I must disagree with that characterization of this bill as being 
modest in that sense. I regard it as a very serious challenge to the 
way corporate boards are to be elected. 
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Professor Schwartz. I think it's modest because it seems to me it 
goes hand in glove with the whole notion of independence. Every 
now and then, if you don't watch yourself, you allow a remark to 
slip by that is a slip of the truth. 

Professor Neuschel at one point, commenting on the nomination 
process, said that the nominating committee, should not decide 
nominations. It ought to be the whole board that decides who 
should be on the board. 

Actually, it ought to be the shareholders who decide who ought 
to be on the board, not the board. I think you intended to say tliustt. 

Professor Neuschel. Yes; that is what I meant to say. 

Professor Schwartz. We do correctly recognize in the nomina- 
tion process as identical to the election process. That is why I think 
it is important to try to put some distance between those who 
actively manage the corporation and those who decide who is going 
to sit on the board, since we know the shareholders almost always 
have no choice except to elect the nominees submitted to them by 
the board. There ought to be some mechanism that gives truth to 
the concept that the shareholders are selecting the boards or at 
least that management isn't selecting the board. 

That is the problem. If you can show me another way that we 
can address that problem, I think that would be worth hearing. 
But that is why I iWard this as just a modest proposal. 

Professor Ruder. Senator, may I have one more comment? When 
I began my remarks I stated that shareholder democracy is not 
effective and that its failure is a well-known phenomenon. 

But I think what Professor Schwartz would say is that since he 
doesn't like the fact that the shareholders don't select the direc- 
tors, and he does not like the fact that management selects direc- 
tors, he would like to shift that power of selection to another 
group. 

Professor Neuschel. I really believe the process of selecting di- 
rectors is going to become one of the most important things for 
changing bo€U*as. In fact, as our study indicates, who you put on 
the bo€u*d determines to a large extent what that board will or will 
not do. 

Therefore, the selection process is one of the most important 
things we can deal with. I want to emphasize the point I made 
earlier. I serve on several nominating committees of boards. I 
believe very much in that nominating process. I just don't think 
that any small group should ever have the total power to do it. 

OUTSroERS ON NOMINATING COMMriTEE 

I believe that the outsiders should be, and should provide the 
msgority point of view on the nominating committee. I don't think 
there is any way that you can keep the chief executive officer who 
is the leader of the board apart from that process. 

And then it seems to me it's the whole board who then submits 
those particular nominees to the shareholders. But I think that 
when, if we do have legislation in this area, I would hope, sir, that 
it is lliought through very carefully because this is where decisions 
could have a tremendous impact on what happens to boards. 

Senator Sarbanbs. Earlier, when we were hearing from Mr. 
Coombe of the Business Roundtable, I asked him the question since 
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he was in a sense arguing that this should be allowed to evolve 
voluntarily, on the baisis of existing statutory and r^^ulatory ar- 
rangements that are in place, and I asked him whether he accepted 
those existing statutory and regulatory schemes. 

He earlier made reference, for instance, to the Foreign Corrupt 
Practices Act which has been addressed as to its particular defi- 
ciencies. And he said he did. 

As they were addressing this legislation, they didn't think this 
was needed and that there were trends going on that were respond- 
ing to it, but that they did accept the existing arrangements. 

As one looked at this legislation it should be in the perspective of 
the existence of those, the currently outstanding arrangement. 

Do you gentlemen perceive that the existing arrangements are in 
place, that they are operating properly, that they need to be kept 
in place and that as we address this question of governance, it 
should be in the perspective that those existing arrangements will 
remain in place? 

Professor Ruder. My answer to that is ''Yes.'' Although I am 
probably repeating what Mr. Coombe said, I believe it is important 
that the existing arrangements be maintained in order to allow 
solutions to evolve in a thoughtful manner. 

For instance, the problem of how the derivative suit should be 
handled is one which is the subject of intense debate in the corpo- 
rate legal community. The Committee on Corporate Laws of the 
American Bar Association currently has a subcommittee which is 
dealing with that problem and is attempting to make recommenda- 
tions. There is litigation in the Delaware courts on this issue. And 
there are, as Professor Schwartz has indicated, law review articles 
being written addressing this problem. That is the kind of evolu- 
tion in which very real problems are addressed. 

With regard to the merits of the derivative suit problem, the 
question on one hand is whether independent groups of directors 
should be able to foreclose suits by shareholders, and on the other 
hand whether an individual shareholder should be able to bring a 
suit which will merely waste the time and resources of the corpora- 
tion. 

I don't mean to be pejorative about that description. I mean only 
to say that the shareholder derivative suit problem is the kind of 
problem which needs to be addressed through very careful study 
within the existing State framework rather than in the legislative 
framework at the Federal level. 

Professor Neuschel. I would answer that question, sir, yes, but 
add very quickly that it is in the sincere belief that we are making 
some substantial progress. 

If we do not make progress in the future, then we may have to 
fall back on other things. But I feel right now we are fnnlring 
progress and that we ought to move ahead on that basis. 

Professor Schwartz. I say I accept it for the time being. That is, 
to me the concept of one State corporation law basically setting the 
pattern for multinational corporations that have little contact wi^ 
that State doesn't make any sense as a concept. 

On the other hand, you don't uproot it overnight and you don't 
change a system that has not been a disaster, at least, without 
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some very careful experimentation. So for the time being, I think 
we are making sense. 

The same is true as for the Federal securities laws. This may be 
the time for the kind of large revision that the proposed Federal 
securities code contemplates. 

In any event, the basic arrangements of some things that are left 
for the State laws, together with a mode of regulation in the form 
of securities regulation, Foreign Corrupt Practices Act, is accept- 
able, and this fits into that pattern. I think our whole law is an 
evolutionary process in any event and this fits within that scheme. 

Senator Sarbanes. Well, we thank you very much. 

Is there anything anyone wishes to add? 

Professor Neuschel. Nothing but thank you, sir. 

Senator Sarbanes. We very much appreciate your contribution 
at these hearings. 

Professor Ruder. Thank you. 

Senator Sarbanes. We will now hear from our final panel. Mr. 
Nader, Mr. Green, and Mr. Gilbert. 

STATEMENTS OF RALPH NADER, MARK GREEN, AND LEWIS 

GILBERT 

Mr. Nader. Thank you. 

Senator Sarbanes. Gentlemen, I don't know if you have worked 
out an order amongst yourself. If not, I would suggest we do as 
before, go from right to left. 

So Mr. Gilbert, we would we happy to hear from you. 

Mr. Gilbert. Fine. 

I desire to testify on behalf of the many small shareholders who 
ask me to be their spokesman at many annual meetings of the 
large multinational corporations which make up our great and 
ever increasing corporate democracy. 

legislation overdue 

The need for this legislation is long overdue and I shall concen- 
trate on the three most importcmt segments of the bill. They are 
needed to enforce the best possible corporate governance in the 
years ahead. 

Turning first to the provision requiring establishment of an audit 
committee. This is fine, but should provide for the ratification of 
their choice by the shareholders at the annual meeting. More and 
more corporations so provide, but there are still such corporations 
as Procter & Gamble, Smucker & Fuqua Industries which stub- 
bornly resist this important step which alone assures that the 
shareholders are the client. 

The last published figures in the report to Congress by the SEC 
showed that 3,403 corporations now do allow this. Incidentally, the 
last SEC report to this body failed to give this needed information 
and should again be included in future reports. This was one of the 
things which representatives of all segments of the opinions ex- 
pressed in the report of the hearings conducted by Senator Metzen- 
baum last year agreed upon. 

Turning to the need for nominating candidates in corporate 
proxy statements. This is long overdue, as we have waited in vain 
for the Securities and Exchange Commission to establish such 
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standards, which Congress empowered them to do when enacting 
the SEC Acts of 1933 and 1934. 

Costs of making such nominations are otherwise prohibitive and 
token nominations from the floor are futile until a standard is set 
up which will provide the mechanism, as the shareholders proposal 
rules of the S£C now provide and which has done so much for the 
building of more corporate democracy since being enacted. It is 
important to prevent frivolous nomination and a minimum stand- 
ara, alonff the lines suggested by S. 2567, do provide such protec- 
tion to all. 

The third important provision I wish to address myself to today 
is that which will require mandatory cumulative voting. I shall cite 
several examples of the need for this in the protection of the 
American investors in a day of worldwide interest in our corpora- 
tions. 

Last year, a mcgority interest is one of our large bank holding 
companies. Marine Midland, was acquired by Hong Kong & 
Shanghai Bank. Although Comptroller of the Cuirencrjr, John Hie- 
mann, was asked to insist that the protection of mandatory cumu- 
lative voting which is required under the national bank laws be 
extended to this holding company, he failed to do so. 

The interests of management and shareholders, larae or small, 
national or international, demand equal protection andonly cumu- 
lative voting which is mandatory in many States so provides. The 
failure of the Comptroller of the Currency to insist upon it in the 
case of Marine Mioland is the mora raprahensible because it was to 
escape State supervision that the application to the Comptroller 
was made as the State banking authorities in New York had failed 
to grant the application. 

Only the other day, and mav I submit for the record the proxy 
statements of the Citizens & Southern National Bank of Geoigia, 
has done exactly the same thing. They have naturally, in provimng 
for a holding company, naturally they do not include cumulative 
voting. 

Senator Sarbanes. We would be happy to receive it for the 
record. 

[The information follows:] 
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CgS 



The Citizens and Southern National Bank 



Marlotla and Bnmd. Wt Annex. AtkntH. (;<!iirui« Mrmi Tnlophtini! -KM SHI-2I2I 

October 31, 1980 

TO SHAREHOLDERS OF 

THE CmZENS AND SOUTHERN NATIONAL BANK 

You are oordiany invited to attend a Special Meeting of Shareholden to be held m the Peaditree 

BaOroom of fbe Peadbtree Plaza Hotel, Peachtiee Street and International Boulevard, Atlanta, Oeorgia 

oo December 18, 1980 at 10:00 A.M. 

TIm pmpoee ci die meeting is to consider and vote upon die Agreement and Plan of Merger (the Tlaa**) 

described in die aocompan^ng Proxy Statement The objective of the Plan b to diange fbs owporate 

et ni ct ur e of the C&S Bank SyMon. This change is the central feature of a general reoiganization fie have 

been planning for more than a year. 

Ai you probably know. The Qtizens and Southern National Bank CNatioaal Bank**) is currently die 
parent OTganization of the system and Otizens and Southern Holding Company ("Holdhig Compa n y") 
ia a sidnidiary. If the Plan is approved by the shareholders and the c^her c(mditions of the Plan are 
satisfied, Hokling Company will become the parmt corporation with its name dumged to *^tizena and 
Southern Oeorgia Corporation** and National Bank will become a subsidiary of Holding Company. 
Also under the Plan, shareholders of National Bank will become shareholders of Hokling Company, and 
each outstanding share of Common Stock of Natioaal Bank will be ccoverted into one share of Common 
Stock of Holding Company. 

To accomplish the change in corporate structure. National Bank will be merged faito a newly-ofganized 
natkmal bank subsidiary of Holding Company, and die name of diat new banlc will be changed to "The 
Ctizens and Southern National Bank" upon consummation of the merger. As part of the Plan we will also 
be merging into die new bank subsidiary three state banks ^riiich are wholly-owned subsidiaries of 
Holding Company operating in the Atlanta area. 

As the Proxy Statement explains, the current corporate structure of die CftS Bank System is unusual in 
the banking industry because National Bank is the parentientity and Holding Company is its subsidiary 
rather than vice versa. The current structure served us well in the past and reflected management's 
pdGeiu of expanding within then existing banking regulations. However, some of die fonniBr advutages 
no longer exist and the present structure is confuring and does not reflect die current banking 
environment or our plans for the future. As a part of our planning process, we have been studying 
reorganization alternatives for some time, and the Board of Directors of National Bank has concluded, 
after reviewing management's recommendation, that it is in the best interests of National Bank and its 
diardiolders to diange the corporate structure as proposed in the Plan and also to make other 
organizational, staff, capital allocation and operational changes as part of an overall reorganization to 
better position the C&S Bank System for die future. We believe the normal holding company structure will 
make it easier for investors, regulators and others to understand the C&S Bank System and compare 
it with other bank holding company systems. We have also given consideration to potential financial 
fleaubOity gained with a holding company parent, implementaticm of our policy of havmg one banUng 
entity serve a market area rather than four in the Atianta area and obtaining more sin^lified methods 
of making acquisitions. The change in corporate structure set forth in the Ilan is the central feature of die 
reorganization, and the Board of Directors of National Bank stron^y recommends that you 
vote FOR die Plan. 

We encourage you to review die accompanying Proxy Statement It contains a description of the Plan, 
the proposed reorganization generally, and financial and other information about the C&S Bank 
Sjrrtem. Whether otuot yon plan to attend the i 
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B*ff'*ftt A. Brown 
Chairman of the Board 
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Pwgy S t i tww Dt — Pitny ct u i 

THE CITIZENS AND SOUTHERN NATIONAL BANK 
Notk» d Special M— ting d Shweholilwi 

NOnCI IS HEREBY GIVEN that a wptdMi mMting of rtwwhnlrtwi of Tha Gttiiau and 
Southern National Bank C^ational Bank") wiU be held in the F^achtree Ballroom of the Feachtree 
Plaza Hotel, Peachtree Street and International Boulevard, Atlanta, Georgia, on Tfaunday, 
December 18, 1960 at lOKX) AJ£ for the following purpoeee: 

1. To consider and vote upon a proposal to adopt an Agreement and Flan of Merger dated as ol 
July 38, 1080 by and among National Bank, Citiscns and Southern Holding Company 
("Holding Company'O. C&S Interim National Bank ("Interim Benk"), and three aubiidiaiy 
sUte banks of Holding Company ("Affiliate Banks^ providing for (i) the mergar of NatlOMl 
Bank into Interim Bank with the result that National Bank will become a whoOj'Ownsd 
subsidiary of Holding (Company, (ii) the conversion of eadi issued and outitanrting Aaie 
of (Common Stock of National Bank into one share of Common Slo^ of HokHiig Cwm i an y 
and (iii) the merger of the three Affiliate Baidcs of Holding Company into IMerim Bnk. A 
Copy of the Agreement and Flan of Merger is attached to tiie Proxy Statamenl as Appendh 
A 

2. To transact such o^er business as may properly come before the meeting or any a^lonm- 
ment thereof. 

Only shareholders of record at the doee of business on October 28, 1960 are enttUed to notice of 
and to vote at the q>ecial meeting. 

By order of the Board of Directors 



rAl 
Chairman of the Board 



October 31, 1960 



THIS DOCUMENT CONSTITUTES A PROXY STATEMENT FOR THE CITIZENS AND SOUTH- 
ERN NATIONAL BANK AND A PROSPECTUS RELATING TO THE COMMON STOCK OP 
CITIZENS AND SOUTHERN HOLDING COMPANY. 



THE SECURITIES OF CITIZENS AND SOUTHERN HOLDING COMPANY OFFERED IN CON- 
BHECnON WITH THE REORGANIZATION HAVE NOT BEEN APPROVED OR DISAPPROVED 
BY THE SECURITIES AND EXCHANGE COMMISSION NOR HAS THE COMMISSION PASSED 
UPON THE ACCURACY OR ADEQUACY OF CITIZENS AND SOUTHERN HOLDING COM- 
PANY^ PROSPECTUS. ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL OF- 
FENSE 
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CITIZENS AND SOUTHEBN HOLDING COMPANY HAS FILED A REGISTRATION STATE- 
MENT WITH THE SECURITIES AND EXCHANGE COMMISSION COVERING A BIAXIMUM 
OF 28324,189 SHARES OF ITS COMMON STOCK TO BE ISSUED IN CONNECTION WITH THE 
REORGANIZATION. THIS PROSPECTUS IS A PART OF SUCH REGISTRATION STATEBfENT. 



NO PERSON HAS BEEN AUTHORIZED TO GIVE ANT INFORMATION OR MAKE ANT 
REPRESENTATIONS OTHER THAN THOSE CONTAINED IN THIS PROXY STATEMENT- 
PROSPECTUS, AND, IF GIVEN OR MADE, SWH INFORMATION OR REPRESENTATIONS 
MUST NOT BE RELIED UPON AS 9AVINQ BEXN AUTHORIZED. NEITHER THE DELIVERY 
OF THIS PROXY STATEMENT-PROSPECTUS NOR THE DISTRIBUTION OF ANY SECURITIES 
HERE UNDER SHALL, UNDER ANY CIRCUMSTANCES, CREATE ANY IMPUCATION THAT 
THERE HAS BEEN NO CHANGE IN THE AFFAIRS OF CITIZENS AND SOUTHERN HOLDING 
COMPANY OR THE CITIZENS AND SOUTHERN NATIONAL BANK SINCE THE DATE HERE- 
OF. THIS PROXY STATEMENT-PROSPECTUS DOES NOT CONSTITUTE AN OFFER GtL 
SOUCITATION BY ANYONE IN ANY JURISDICTION IN WHICH SUCH OFFER OR SOUOTA- 
TION IS NOT AUTHORIZED, OR IN WHICH THE PERSON MAKING SUCH OFFER OR SOUQ- 
TATION IS NOT QUALIFIED TO DO SO, OR TO ANY PERSON TO WHOM IT IS UNLAWFUL 
TO MAKE SUCH OFFER OR SOUCITATION. 



THE COBIMON STOCK OF THE CITIZENS AND SOUT HERN NATIONAL BANK IS TRADED 
IN THE OVER-THE-COUNTER MARKET AND AFTER THE MERGER THE COMMON STOCK 
OF CITIZENS AND SOUTHERN HOIDING COMPANY IS EXPECTED TO BE TRADED IN THE 
OVER-THE-COUNTER BfARKET. 



THIS PROXY STATEMENT-PROSPECTUS DOES NOT RELATE TO ANY RESALES OF COM- 
MON STOCK OF CITIZENS AND SOUTHERN HOLDING COMPANY RECEIVED BY ANT PER- 
SON UPON CONSUMMATION OF THE MERGER AND NO PERSON IS AUTHORIZED TO 
MAKE ANT USE OF THIS PROXT STATEMENT-PROSPECTUS IN CONNECTION WITH 
SUCH RESALE. 



THE DATE OF THIS PROXY STATEMENT-PROSPECTUS IS OCTOBER 81, 1980. 
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PBOXT STATBBIENT — PBOSPBCTUS SUmiAKT 

Thig Pioxy StatcBMnt ii furnished to shareholders of The dtiaens and Southern National 
Bank to solicit proxies for the purpose of obtaining shareholder approval for a change in the 
corporate structure of the CitS Bank Sjrstem. The proxy materials are being first mailed to 
shareholders about November 6, 1900. The National Bank's prind^ offices are located at 85 
Broad Street, Atlanta, Georgia 30899 (tdephone 404-681-2121). 

As used in this Proxy Statement the following terms have the meanings indicated: ' 

National Bank The Citizens and Southern National Bank, the national banking asK>- 

dation which is presently the parent organization of the C&S Bank 
System and which would be merged into Interim Bank which would 
become the principal subsidiary bank of the system. 

C&SBankSystcm National Bank and Its subsidiaries prior to the Merger and Hold- 

tng Cfnnpany and its subsidiaries after the Merger. 

Holding Company Citizens and Southern Holding Company, a Georgia corporatioa, whkli 

is an existing subsidiary of National Bank but which would become the 
parent organization of the C&S Bank System with the name '^tiaens 
and Southern Georgia Corporation.'' 

Interim Bank C&S Interim National Bank, a national banking association recently 

organized as a wholly-owned subsidiary of Holding Company which 
would be the surviving bank in the Merger and would be renamed 
'The atizens and Souttiem National Bank." 

Affiliate Banks the three wholly-owned subsidiary state banks of the Holding Com- 
pany located in the Atlanta area whidi would be merged into Interim 
Bank. 

DdUIb The Citizens axid Southern DeKalb Bank, one of the Affiliate Banks. 

Emory The Citizens and SouAem Emory Bank, another of the Aiflliacle 



Fulton Tlie Citizens and Southern Bank of Fulton County, another of tiie 

Affiliate Banks. 

Plan the Agreement and Plan of Merger dated as of July 28, 1960, whidi is 

attadied as Appendix A to this Proxy Statement. 

Merger the merger provided for in the Plan whidi accomplishes Ae change 

in corporate structure described in this Proxy Statement pursuant to 
whidi the National Bank and three Affiliate Banks merge into Interim 
Bank, a subsidiary of Holding Company, and Holding Company be- 
comes the parent organization. 

Reorganization the overall reorganization generally described in Ae Proxy Statement, 

the central feature of whidi is the diange in corporate structure ae- 
oomplished by the Merger. 

National Bank 

Common Stock the $2.50 par value common capital stock of National Bank. 
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Hdldiiif 

t^tfifHiMn stock the $150 par vahw oommon capital atock of fWiMtn 

Thia umimary ia intendad aa a rof a rwi e a and inclndaa only oartain of tiia pertingnt facta 
and daacrlptioni from the materiala aat forth in thia Proxy Statement, capadaUy under tlie 
captiona in d ica t ad. The lummaiy ia qualified in ita entirety by raferenoe to tlie move frnnplalf 
and detailed information appearing elaewhere in thia Proxy Statement 

Date of Spedal 

Meeting December 18, 1960. There may be one or more adjoummenta if auf- 

fldent votea have not been received by the date of the meeting. 

Time and Place lOKX) AJil Atlanta time in the Peachtree Ballroom of tlie Faaditrae 

Plaza Hotel, Atlanta, Georgia. 

Record Date October 2S, 1080. 

Shaxea Outatandlng 28324,180 ahaxea. 

Purpose oi Meeting To obtain shareholder approval of a proposal to change the co r por a te 

structure of the CitS Bank Syatam ao that Holding Compaiqr win 
become the parent organisation and National Bank and three Affiliate 
Banka of Holding Company will merge into a recently formed aubsldi- 
ary bank which will be renamed "The atiaena and Southern Natiooil 
Bank.** 

Plan and Merger The Plan has been approved by Ae Boards of Directora of National 

Bank, Holding Company, DeKalb, Emory, Fulton, and Interim Bank. 
It provides for the merger of National Bank into Interim Bank with 
the shareholders of National Bank receiving Holding Company Com- 
mon Stock on the basis of one share of Holding Company ConmioQ 
Stock for one share of National Bank Common Stock. It alao providea 
for Ae merger of three Affiliate Banks of Holding Company into 
Interim Bank. See "Proposed Merger and Reorganization— Descrip- 
tion of the Plan and Merger." 

The foregoing is to be accomplished, if a p p ro v ed, by the following 
atepa, all to be considered aa a simultaneoua tranaaction: 

1. National Bank will merge into Interim Bank and ahareholdera 
of National Bank by operation of law will have their National Bank 
C<»nmon Stock converted into Holding Con^wny Common Stock. 

2. Bach of the Affiliate Banks will merge into Interim Bank and 
by operation of law the stock of each Affiliate Bank heki by Holding 
Osmpany will be converted into the following number of shares of 
Interim Bank stock: DeKalb — 3,640,000, Emory— 6,960,000, and Ful- 
ton— 3,240,000. 
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3. Interim Bank will issue to Holding Company 22,080,000 i 
of Interim Bank stock in consideration of Holding Company issuing 
28,824,189 shares of Holding Company Common Stock to the ihare- 
holders of National Bank. 

4. Interim Bank will change its name to 'The Citizens and South- 
em National Bank." 

Reasons for Flan 

of Merger The current structure of the C&S Bank System, which has National 

Bank as the parent organization rather than a holding company, is 
unusual in the banking industry. It developed over the last fifty years 
primarily in responae to hanking laws, particularly in Geor^ Al- 
though there were some advantages to the unusual structure in the 
past, the current structure is confusing to investors, regulators and 
others who are accustomed to making comparisons with other haniHwg 
systems, administering regulations or analyzing the system for other 
purposes. The Merger will make the organizational structure of the 
C&S Bank Sjrstem more consistent with industry practice. See Tro- 
posed Merger and Reorganization — Reasons for Merger and Reorgani- 



The Merger is the central feature of an overall reorganization which 
also focuses on capital allocation among entities within the system and 
involves other organizational, staff and operational changes believed 
to be in the best interests of the shareholders to better position the 
C&S Bank System for the future. It is estimated that the cost of the 
Reorganization will be approximately $700,000. See also ''Holding 
Company After the Merger." 

In planning the Reorganization, consideration also was given to pro- 
viding potential financial flexibility through a holding company par- 
ent, satisfying a management policy of having one banking entity 
serve a market area such as Atlanta and having a structure permitting 
more simplified acquisition methods as management considers ac- 
quisition alternatives. See Troposed Merger and Reorganization— 
Reasons for Merger and Reorguiization." 

Vote Required Approval of the Plan tmpdxm Ae affinnallve vote of two-tUrds of tlie 

issued and outstanding Natkmal Bank Common Stock. See "General 
Information — Voting Requinements." 

Dissenters' Rights Any shareholder of National Bank who (i) either votes against the 

Flan at the Special Meeting or gives notice in writing at or prior to 
the ^>ecial Meeting to the presiding officer that sudi shareholder 
dissents from the Plan, (ii) makes written demand for payment within 
80 days of the date of the Merger, and (ill) surrenders the stock cer- 
tificates for his shares of National Bank Common Stock is entitled to 
receive the value of his shares by complying with the provisions of 
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TItk 12 United StatM Cod* S«etkm lite, a portkm of irtildi jppMn in 
Apptndiz B to thli Pnngr Stetemnt Sot ''BIfliits of DiHonting 2 



Condltkmt to Merger . . .Conwimmatkin of the liorgBr nqpOtm ■pprowl of Mpocti of ihm txmtt' 
eetkm by the apptopftete federal and ftate bfok regulatory author^^ 
Cflnwunmatimi alao is conditioned upon iwtienre of certain ruUngi by 
the Internal Revenue Service and approval of two-thirds of Hie iasoed 
and outstanding shares of National Bank Commnn StodL The re- 
quested rulingi from the Internal Revenue Servloe have been noelfwL 
In addition, if the Booid of Directors of Holding Onmpeny has any 
reason to believe that the holders of more than 5% of the outstanding 
National Bank Commnn Stock wffl aeek to comply with the require- 
mento for dlwenting sharebcddera, the Plan wlQ be abandoned unless 
tha Booid of Directors of Holding Oompeny waives this condition. 
See Tropoeed Merger and Reorganiation— Conditions and Other 
Matters." 

It is contemplated tiiat the mergv of National Bank into Interim 
Bank will be consummated if aU condittons are satisfied even though 
the merger of one or more of the Affiliate Banks into Interim Bank 
cannot be consummated. Similarly, if for any reason National Bank's 
merger into Interim Bank does not satiaiy all of the conditions re- 
quired, it is contemplated that the mergv of the Affiliate Banks into 
Interim Bank will be consummated. If one or more of the mergers is 
onnsimimsted, but not all are consummated, an amendment to tiie 
Plan will be required. 

Tax Consequences Rulings from the Internal Revenue Service have been r ece iv ed to the 

effect that no taxable gain or loss will be recognised for federal 
income tax purpoaes by shareholders of National Bank upon consum- 
mation of the Merger, except for the receipt of cash for di ss e n t e r s* 
rights which will be treeted as a taxable transaction to shareholders 
who dissent See 'TUghto of Dissenting Shareholders." 

Differences in 

Shareholders' Rights . . .There are certain differences in the rights of holders of National Bank 
Common Stock and Holding Company Common Stock. These tadude 
(i) the presence of preemptive rights and cumulative voting for Na- 
tional Bank sha r eholders (Iwt not for Holding Company shareholders) , 
(il) different statutory restricttons on payment of dividends, (iii) dif- 
ferent voting requirementa for shareholders' approval of certain trans- 
actions, (iv) availability of dissenters' rights in mergers for National 
Bank shareholders wiiere the National Bank is not the surviving entity 
(but not for Holding Company shareholden), (v) the present avail- 
ability for Holding Company, but not National Bank, of an authorized 
class of p r eferred stock, the preferences, limitations and relative righta 
being determined by the Board of Directors of Holding Company and 
the issuance of any series of such preferred stock not requiring share- 
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holder approval, (vi) the possibility of assessments on shareholders 
of the National Bank (but no such potential liability exists tar Holding 
Company shareholders), and (vli) different treatment under certain 
state and local tax laws. See ^^Mff erencet in Rights of Shareholders of 
Natiooal Bank and Holding Company." 

BosliMji of NaUonal 

Bank a n^ Hdding 

Company National Bank is a national banking association which conducts a 

broad range of banking operations, including personal and commercial 
banking, international banking, correspondent banking, trust depart- 
ment operations, mortgage lending and factoring. National Bank ooo- 
docts banking operations in 6 Georgia cities and through Holding 
Company's ownership interest in 8 state banks in a number of other 
Geoxgia cities and towns. Holding Company is also engaged directly 
and throu^ subsidiaries in activities which are closely related to 
banking and which are not subject to geographic restrictions applicable 
to branch banking offices. These bank-related activities include con- 
sumer finance offices, mortgage lending outside Georgia, and second 
mortgage lending. See 'business of C&S Bank Sytbem.** 

The C&S Bank System is currently the largest banking organization 
in Georgia with more than $4 billion in assets and ^^proximately 5,400 
en^>loyeei. 

Upon consummation of the proposed Merger, the C&S Bank System 
will be in a more conventional holding company structure with a 
non-bank business corporation as the parent organization engaging 
in the business of a bank holding company. Following the Buerger the 
qritem will initially continue to engage principally in the same activi- 
ties conducted prior to th9 Merger. 

Management of National 

Bank and Hold ing 

Company after Merger . .It is contemplated that the present 20 members of the Board of Di- 
rectors of National Bank will be elected to the Board of Holding Com- 
pany prior to consummation of the Merger so that the board member- 
ship of the parent organization will be the same as that which was 
elected by shareholders of National Bank at the 1080 annual meeting. 
Hie same 20 directors wHl also be elected to the Board of the surviving 
National Bank. 

It is also contemplated that Bennett A. Brown will continue as 
Chairman of the Board and Chief Executive Officer of both Holding 
Company and the surviving National Bank; John S. Poelker will con- 
tinue as President of Holding Company and John W. Mclntyre will be 
President of the surviving National Bank and Vice Chairman of Hold- 
ing Company. Other officer assignments may change within the system 
as part of the Reorganization. See llolding Conq)any After the 
Merger." 

i 
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.National Bank acted as advisor to Soatfamark Properties (formerly 
Citizens and Southern Realty Investors) from Southmark's inception 
in 1070 until January 2, 1980. National Bank has extoided credit to 
Soathmark at various times, has purdiased assets from Soatfamark, 
and has had other transactions with Southmark. Following claims 
made hy Southmark concerning Natiooal Bank's administration of 
certain transactions, National Bank and Southmark entered into 
several settlement agreements to resolve the disputes. F6r a more 
complete description ci the relationsh^ and losses incurred by Na- 
tional Bank as a rssult of the relationships and settlements, see 
"Relattonahips with Southmark FlropertfiS.'' 



.Since 1058 the C&S Bank ^rstem has developed dose relationships 
with and provides services to a number of banks in Georgia called 
"correspondent associate benks." TUs program was undertaken as 
part of National Bank's effort to expand within the constr ai nts of 
Georgia banking laws. In 1070 Georgia benlrlng laws were changed 
to permit banks to branch in counties in which they had offices; and 
this resulted, after extended antitrust litigation, in the acquisition by 
Eknory and Fulton of six of the c or re spon d ent associate banks in the 
Atlanta aree in 1079. In 1074, following other litigation. Holding 
Company divested itself of its 9 percent holding of stock in corre- 
spondent associate banks. However, even prior to 1074 National Bank 
encouraged officers and employees to acquire stock of National Bank 
and the correspondent associate banks. Financing sudi purdiaaes at 
terms more baiefidal than available to the general pid>lic was sup- 
portive of National Bank's policy and a part of its fringe benefit 



After 1075 the Georgia banking laws were dianged so that National 
Bank became legally able to resume acquisition of correspondent asso- 
ciate banks; however, adverse economic and financial conditions 
during the next few years required National Bank to devote its 
efforts to recovery from those conditions. National Bank has recently 
turned its attention to consideration of an appropriate approach to 
acquisition and expansion including possible acquisition of corre- 
spondent associate banks. 

For a more complete description of the developmen t of the corre- 
s p ondent associate bank program, the acquisition of six correspondent 
associates in 1075 and information about National Bank Common Stock 
recdved in exchange for correspondent associate bank stock in the 
1975 acquisitions by directors and executive officers of National Bank 
at the time, see "Relationships with CorreqKmdent Associate Banks." 
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Securities and Rxchange 

Commisrion Injunctive 

Action In December 1977 the Securities and Exchange Commission ("SEC") 

issued a private order of investigation of certain matters involving 
Southmark and National Bank. On April 21, 1978 Southmark entered 
into a consent settlement of an injunctive action with the SEC. On 
October 21, 1980 the SEC filed a civil injunctive action in the United 
States District Court alleging that public disclosure of National Bank 
contained untrue statements of material fact or failed to disclose ma- 
terial facts necessary in order to make the statements made not mis- 
leading. The complaint alleged failure to disclose or provide adequate 
disclosure relating to (i) aspects of the correspondent associate bank 
relationships, including stock owned by National Bank directors and 
officers financed on preferential terms; (ii) certain aspects of its 
financial reporting in 1976 and 1977, particularly relating to the re- 
serve for loan losses; and (iil) certain matters giving rise to claims by 
Southmark against National Bank or the potential civil liability aris- 
ing therefrom. Without admitting or denying the substantive allega- 
tions of the complaint and in order to avoid lengthy, complex, expensive 
and distracting litigation, National Bank entered into a consent 
settlement of the injunctive action which included a Consent and 
Undertaking to establish an Acquisition Committee of the Board 
of Directors to perform certain functions relating to any future 
acquisitions of correspondent associates, to establish a Special Re- 
view Subcommittee of the Board's Credit Committee to review 
certain credit transactions with directors and senior officers and 
to disclose information about the relationships with the correspondent 
associate banks and the 1975 acquisitions. For a more complete de» 
scription of the proceeding, see "Securities and Exchange Commission 
Injunctive Action." 
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GENERAL INFOBMATION 

and BevoMbiliiy of PimdM 

This Proxy Statement is furnished to shareholders of National Bank in connection with the 
sdUdtatioii of proxies by the Board of Directors of National Bank for use at a Special Meeting 
of Shavdiolders to be held in the Peachtree Ballroom of the Peachtree Plaza Hotel in Atlanta, Georgia 
on December 18, 1980 and at any adjournments thereof. Shares represented by properly executed 
proxies, if such proxies are received in time and not revoked, will be voted at the Special Meeting 
in accordance with any specifications thereon, or, if no specification is made, will be voted FOR 
approval of the proposed Plan described in this Proxy Statement 

A proxy may be revoked by the shareholder at any time before it is exercised by either (i) 
giving written notice of revocation to the Secretary of the Board of Directors, (ii) properly sub- 
mitting to National Bank a duly executed proxy bearing a later date or (iii) appearing in person 
at the Special Meeting and voting in person. 

National Bank will bear the entire cost of this solicitation. In addition to the use of the 
mails, shareholders may be solicited by personal contact, or by telephone or telegraphic communica- 
tions by directors, officers or employees of National Bank, who will receive no additional 
compensation therefor. National Bank has retained Georgeson & Co., New York, New York 
for a fee of approximately $7,500 plus reasonable out-of-pocket expenses to assist in the solicitation 
of proxies. Arrangements will be made by Georgeson 8t Co. on behalf of National Bank, with 
brokerage houses and other ctxstodians, nominees and fiduciaries to assure that soliciting material 
is fbrwarded to the beneficial owners of National Bank Common Stock which is held of record 
by such persons. Brokers, custodians, nominees and fiduciaries will be reimbursed for reasonable 
out-of-pocket expenses incurred by them in connection with this solicitation. 



The dose of business on October 23, 1980 has been fixed as the record date for determination of 
shareholders of National Bank entitled to notice of and to vote at the Special Meeting. There is but 
one class of stock of National Bank, namely, the $2.50 par value common capital stock called herein 
National Bank Common Stock. As of the record date the number of shares of National Bank Common 
Stock outstanding was 28,824,189, and each such share entitled its record holder to one vote at the 
Special Meeting. 
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As of September 15, 1980, the only ihareholder known to National Bank to be the ^•'M^i'^t] 
owner of more than 5% of the National Bank Common Stock was the Trust Department of National 
Bank acting in a fiduciary capacity for various fiduciary accounts. Information regarding soch 
be nefici a l ownership is contained in the table below. 



Common Thist Department Total number of shares 

TlM atixens and Southern benefldally held in 

Natkmal Bank various fiduciary 

85 Broad Street accounts 8,088,948 IJ^ 

Atlanta, GtoorgU 80809 

Sole power to vote or 

direct vote 784.480a) S.T% 

Shared power to vote or 

direct vote 615,086(2) 11% 

Sole power to dispose or 

direct disposition 784,588 17% 

Shared power to ditpowt 

or direct disposition 1468,516 4i>% 



(1) National Bank acting as sole fiduciary has the right to vote these shares and intends to vote 
such shares in favor of approval of the Plan. 

(2) National Bank acts in a co-fiduciary capacity with regard to these shares, and pursuant to cur- 
rent National Bank policy these shares will be voted by the other fiduciary and not by National 
Bank. 

Additionally, the C^eS Retirement Plan, in which National Baiik is a principal partidpatittg 
employer, held shares of National Bank Common Stock through the Plan's trustees, a group of 
individuals who are residoits of Georgia. The trustees have the power to vote the duures of 
National Bank Common Stock held by the Retirement Plan which totalled 425,824 shares at Septem- 
ber 15, 1980. Also, the C&S Profit Sharing Plan held 1.062,144 shares of National Bmnk Common 
Stock on September 15, 1980; however, the Profit Sharing Plan contains a provision which enables 
the participating employees to vote the shares in their respective accounts. 

Approval of the Plan requires the affirmative vote of the holdMS of two-fhiids of ihm eol- 
standing shares of National Bank Common Stock. The Board of Directors of National Bank reeoas- 
mends that yon vote FOB the Plan. 

If sufficient votes in favor of the Plan are not received by the date of the Special Meettaig, the 
persons named as proxies may propose one or more adjournments of the meeting to permit further 
solicitation of proxies. Any adjournment will require the affirmative vote of the holders of a 
majority of the shares represented at the meeting in person or by proxy. If the required vote for 
the Merger is not obtained, the persons named as proxies intend to vote in favor of such adjourn- 
ments. 

PROPOSED MERGER AND REORGANIZATION 

Background 

The existing corporate structure of the C&S Bank System is primarily a response to banking 
law changes in the State of Georgia. The National Bank received its charter in 1927 as a result 

10 



Digitized by VjOOQ IC 



225 



of the ocmvenioii of The Citfiens and Southern Bank, a state bank, into a national bank. The 
Citizens and Southern Bank resulted from the merger in 1906 of The Citizens Bank of Savannah, 
chartered in 1887, and the Southern Bank of Georgia, chartered in 1870. 

Between 1906 and 1927, National Bank, with its home office in Savannah, opened branch offices 
in five other Georgia cities: Athens, Atlanta, Augusta, Macon and Valdosta. In 1927 Georgia banking 
laws were changed to prohibit state-wide branching. However, holding companies were permitted 
to acquire banking subsidiaries, and in 1928 Citizens and Southern Holding Company was formed. 
Between 1928 and 1956 the system expanded through Holding Company's establishing or acquiring 
a majority interest in eight banks called "affiliate banks.** Three of these affiliate banks axe Emocy, 
Fulton and DeKalb, all operating in what has become the Atlanta market area. This type of acqui- 
sition was limited in 1956 when the state law was changed to provide that a bank holding company 
could acquire no more than 15% of the stock of a bank. This amoimt was reduced to 5% in 1960. 

After 1958 the C&S Bank System developed a close relationship with another group of banks 
called "correspondent associates'* in which Holding Company owned 5% of the stock of the cor- 
respondent associate. In 1970 the Georgia banking laws were changed again to permit banks to 
branch in counties in which they had offices; and this resulted, after extended antitrust litigation, 
in the acquisition by Emory and Fulton of six of the correspondent associates in the Atlanta area 
in 1975. Meanwhile in 1974, following other litigation, Holding Company divested itself of its 5% 
holding of stock in correspondent associates. For additional information regarding the relationships 
with the correspondent associates see "Relationships with Correspondent Associate Banks.** 

Effective July 1, 1976, the Georgia banking law was amended to permit bank holding companies 
with prior regulatory iq>proval to acquire in excess of 5% of the stock of a bank. 

During the early 1970's, National Bank through Holding Company took advantage of some of 
the changes in federal banking law relating to bank holding companies and bank-related activities 
in which they are permitted to engage. The C&S Bank System's principal bank-related activities 
include mortgage lending, factoring, consumer finance and bank-related insurance activities. 

Bes a o n s lor Merger and BeorganisatioB 

The foregoing summary indicates that the current corporate structure reflects management 
policies designed to allow the C&S Bank System to take advantage of expansion opportunities 
permitted under banking laws as they existed from time to time. However, during the last two 
years National Bank's long-range planning process indicated that the C&S Bank System will be 
better positioned to meet the future if it restructures to a normal bank holding company system. 
The current structure is unusual and confuses investors, regulators and others accustomed to making 
comparisons with other banking systems, administering regulations or analyzing the system for 
other purposes. 

In addition to facilitating imderstanding and comparison of the C&S Bank System, the Re- 
organization is desired to provide the C&S Bank System with the increased financial flexibility 
that can be gained through a holding company parent since a paroit holding company has access to 
additional sources of funds in the market place and has more flexibility in the internal corporate 
management of funds than a parent national bank. The restructure satisfies a management policy of 
having one banking entity rather than four serve a market area such as Atlanta. It is intended to 
achieve operational efficiencies and improved reporting and management control, and it provides a 
structure permitting a more simplified acquisition process as management considers acquisition 
alternatives. 

The Merger is the central feature of an overall reorganization which involves other organi- 
zational, staff and operational changes. The reorganization also focuses on the need to reallocate 
capital among certain entities within the system and position the system with a paroit holding 

11 
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r tiiat aaj b» In a pottur* to boRow fundi lor tfat qrilwi dqpndlDf upon 1^^ 
•ad iMt tha boooipid ftindt wltlrin tlw qrUm wHh grMtor floibilltgr. 



Tbm Plan pravidti for tha merger of National Bonk into Holding Coaipany^ newly formed, 
wlMlly-ownKi aubddiaiy, Interim Bank, and ftmultaneoudy the morgon of DeKalb, Imorj and 
falton, Urn three Atlanta aiee nibildiary banks, into Interim Bank. Interim Bank wUl aequire all 
tiia aneta and UabiUtlei of the four banks by virtue of the Ifergar. According, Holding Conpany 
(whooe name will be changed prior to the merger to '*Citi»ns and Southern Georgia Corporation'5 
will become tha parent entity of the C^dS Bank Syitem and National Bank, DdUb, Binary, and 
Fulton will operate as a sin^ wholly-owned benk subsidiary under the name nhe CItiasns and 
Southern National Bank." 

On the ettact iv e date of the Merger, eeeh outstanding share of National Bank Common Stock 
wUl be converted into one share of Holding Company Common Stock, rasulting in the receipt of 
not more than 3MM,189 shares of Holding Company Common Stock in the aggregate by shaze- 
holders of National Bank. Upon consummation of the Bferger, stock certificatea reprsesiniliig shares 
of National Bank Common Stock outstanding prior to the Merger will be deemed to repraoent an 
equal number of shares of Holding Company Common Stock, and no stock certificates wffl be 
issued by Holding Company in exchange for the outstanding National Bank stock certificates csespt 
in the normal course of surrender for transfer. However, following the Merger, Holding Company 
does intend to send to record holders on the date of the Merger a sticker to affix to their certificates 
noting the change In name and certain other information. Shares of Holding Company Common 
Stock to which dissenting shardiolders of National Bank, if any, would have been entitled had they 
not dissentPd will be sold in accordance with the requirements of National Banking Law. 

Also on the effective date, 22,080,000 sharea of Interim Bank stock will be issued to Holding 
Company in connection with the merger of National Bank into Interim Bank and all of tiie out^ 
standing shares of DeKalb, Emory and Fulton will be converted into the ftdlowing numbers of 
shares of Interim Bank stock owned by Holding Company: DeKalb ~ 3,640,000, Emory— 6,960,000, 
and Fulton — 3,240,000. 
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L Wtum Intaim Bank as a aubsidiary of the Holding Company. 

2. Prior to Merger chan(!e n»me of Citizena and Southern Holding Company to Citiaena and 
Southern Georgia Corporation. 

S. Merge The Citizena and Southern National Bank and the three Atlanta area Afflliate Banka 
(DeKalb, Emory and Fulton) into Interim Bank. 

4. Change the name of Interim Bank at the time of Merger to The Citizena and Southern 
National 
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SutetitiitiQii of Stock OptlMH and Steck AppMdatlMi ] 

On tbt effective date of the Merger, Holding Company wffl aucceed to aU aipeclB of ] 
Bank's Nonqualified Stock Option and Stock Appreciation Rights Plan, and Holding Company wffl 
substitute stock options and stock iq>preciation righto relating to Holding Compangr Cnmin o n 8todc 
for all stock ^tions and stock appreciation righto granted by Nattonal Bank as of the e fto c tiv dato 
of the Merger. The number of shares to which the options relate and the e M sc is e priees will be 
the same since tha exchange ratto for the Merger is one share of Holding Company Cnmmnn Stock 
for one share of National Bank Common Stock. Assuming no outstanding stock opttons or atodi 
appredation righto are terminated prior to consummation of the Merger, Holding Company wffl 
issue substituto opttons and stock appredation righto relating to 250^ sliaras of Haidliic Cooi- 
pany Common Stock. See *7tomuneration, Benefito and Certain Transactions — Infonnatton on 
Benefit Plans and PoUdes'* for additional toformation. 

CondHtons and Other Matten 

The Plan provides that the Merger wffl not be completed unless certain evento ha(ve occ un ed, 
including the following: (i) the iq;>propriato federal and stato bank regulatory autborittoi diall 
have approved required aspecto of the Merger and any statutory waiting period l a quir a d pilor to 
consummation of the Merger shall have elapeed; (ii) the shareholders of National Bank shall have 
approved the Merger by at least a two-thirds majority of ito outstanding sharas; 0^) HoUiag 
Company as soto shareholder of Interim Bank, DeKalb, Emory and Fulton ihall have voted in fkvor 
of the Merger; (iv) the shares of Holding Company Common Stock to be received by shardMiden 
of National Bank upon converston and exchange of Nattonal Bank Common Stock in the Macfsr 
shall be the subject of an effective registration statement under the Securities Act of 19SS; (v) a 
favorable tax ruling as specified in the Plan shall have been received from flie Intamal Bewue 
Service; and (vi) the Board of Directors of Holding Company must not have any reason to baUeve 
that the holders of more than 5% of the outstanding National Bank Common Stock will seek to 
comply with the procedure for dissenting and recdving payment f6r thdr shares. Tha Umitatton 
on shareholders seeking to comply with dissenters' righto may be waived by the Board of Direetors 
of Holding Company. The requested ruling has been recdved from the Internal Ravrnma Service. 

The Plan may be amended at any time, before or aftor approval by shareholdera, in audi 
manner as may be approved by the Boards of Directors of the parties to the Plan. However, after 
approval by the shareholders no such amendment shall affect the righto of shareholders of National 
Bank in a manner which is matorially adverse to them in the opinion of the Board of Dtreetors of 
National Bank unless such amendment is approved by the holders of at least two-thirds of the 
outstanding National Bank Common Stock. 

Any party to the Plan may waive any condition required for consummation of the Merger 
except any condition which, if not satisfied, would result in the violation of any law or appUcaUe 
governmental regulation. At the date of this Proxy Statement there U no present intention hj any 
of the parties to waive any condition required for consummation; however, the Board of Directors 
of Holding Company has not determined the circumstances which might cause it to waive the 
limitation described above on shareholders seeking dissenters' righto 

The Plan may be terminated and the Merger abandoned rt any time before the Merger becomes 
effective, whether before or after approval of the Plan by the shareholders of National Bank, by 
mutual agreement of the Boards of Directors of the parties to the Plan. 

Subject to a favorable vote of the shareholders of National Bank and the satisfactton of all 
conditions contained to the Plan which have not been waived, the Merger will become effective at 
the time specified by the Comptroller of the Currency in his Certificate of Merger. It U expected 
that the Merger will become effective at 2:00 P.M. on December 31, 1980. 

Federal Income Tax Consequences 

The recdpt of certain rilings relating to the federal tax consequences of the Merger is a 
condition to consummation of the Merger. The requested rulings have been recdved. The rulings 
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an to the effect that the Merger will constitute a tax free reorganizatioii under Section 368(a) of 
the Internal Revenue Code of 1954, as amended, that no gain or Ion will be recognized by the parties 
to the Plan as a result of the Merger, and that the federal income tax consequences to National 
Bank's shareholders will be as follows: 

(1) No gain or loss will be recognized by the sfaar^olders of National Bank by reason of 
tiie Merger excqpt for any cash received in exercise of dissenters' rights; 

(2) The basis of the Holding Company Common Stock received by shareholders of National 
Bank upon conversion of their National Bank Common Stock will be the same as their basis 
in such National Bank Common Stock; 

(8) Assuming that the National Bank Common Stock is held as a capital asset on the date 
of the Merger, the holding period for the Holding Company Common Stock received upon 
conversion of National Bank Common Stock will include the period for which the shareholders 
hdd such National Bank Common Stock; 

(4) Where a cash payment is received by a shareholder of National Bank in connection 
with the exercise of dissenters' rights, such cash will be treated as a distribution in redemption 
of the shareholder's National Bank Common Stock, subject to the provisions and limitations 
of Section 302 of the Internal Revenue Code of 1954, as amended. Under Section 302 such a 
distribution will be taxable as either ordinary income or as a capital gain or loss depending 
upon the circumstance of the individual taxpayer. Each dissenting shareholder, if any, should 
ooosolt his personal tax advisor as to the tax treatment of any recognized gain or loss. 



Sale of HolAag Cempany Common Stock Becdved in the Merger 

For substantially all of the shareholders of National Bank who receive Holding Company 
Common Stock as a result of the Merger, there will be no restrictions on resale of such stock under 
the federal Securities Act of 1933, as amended. For certain officers of National Bank who may be 
deemed to be "affiliates" of National Bank but not of Holding Company following the Merger, such 
officers will be advised prior to consimunation of the Merger of the need to comply with the require- 
ments of Rule 145(d) in connection with resale of shares received by them in connection with the 
Merger. Officers and directors of National Bank who may be deemed to be affiliates of Holding Com- 
pany following the Merger have been advised of the need to comply with Rule 144 promulgated under 
the Securities Act which permits sales under certain circumstances without the need for an effective 
registration statement under that Act 

BIGHTS OF DISSENTING SHAREH(HJ>EBS 

Pursuant to the applicable provisions of Section 215a of Title 12 of the United SUtes Code, each 
shareholder of National Bank who objects to the Plan and Merger as described herein has the right 
to demand that he be paid in cash the value of his shares of National Bank Common Stock as of the 
effective date of the Merger, if and when such Merger is consummated, subject to the following 
conditions: (i) the right of payment applies only to such shares as are voted against approval of the 
Plan or are held by a shareholder who has given written notice to the presiding officer of the Special 
Meeting at or prior to the Special Meeting that he dissents from the Merger set f ortti in the Plan; 
(ii) the shareholder must, within 30 days after the effective date of the Merger, make a written 
d e ma n d for payment to the resulting bank; and (iii) the written demand must be accompanied by 
a surrender of the stock certificates representing the shares as to which such shareholder has exer- 
cised his dissenters' rights. Failure to comply with each of the foregoing conditions will result in 
loss of the appraisal right described herein. The submission of a signed but otherwise unmarked 
proxy will be voted for the Plan. It is unclear whether a shareholder submitting such a proxy or 
otherwise voting for the Plan may nevertheless seek to perfect his appraisal rights as to the same 
shares by giving written notice to the presiding officer of the Special Meeting at or prior to the 
Special Meeting that he dissents and by complying with the other requirements described herein. 
Holding Company has not determined whether it would challenge a person's taking such sn 
inconsistent position as to the same shares. A shareholder who merely withholds his proxy and does 
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BOl iMmt iFBit afdafl tlM Pin or fllv« diM DotiM of diHnt wm not hiM tilt ^^ 
CMh vahw of hit duB«0 M aoKTlbod hcrtla Aaj ihafdwldv of NctlOBil Bonk 
Plan «t ttio apodal llMtfag, or who fllvti notfeo in writing «i or ptlor to tilt iBMti^ 
prtridinc ovtr tiNfa apodal Hotting that ht diHtnts Ihn tilt Mtrgtr, ivffl U iwtlfltd in 1^^ 
tilt data of mnmrnmatlon of flit Iftrgtr. Stetion SlSa dott not ■Tprtwiy pamit or praUUt ivlfl^ 
drawal by a riiaitholdar from tfat dltntfag pnwtduit. It would dtptnd upon Ibi rtrriimafinnM 
at to wfatthtr Holding ComptBy would diallangt a ptnon't attvopt to w i t h dr a w Ui dviaiid for 
pajBMBt at any timt during tiit proctii of diMtnt. 



Tht Tahit of tilt Aani of Common atodthrid by ill t ntin gd utt tho l dtta will bt^ 
a oommitttt of thrtt ptnona, ont to bt itltcttd by vott of tilt boldtn of a majority of tha ( 
aiodi, tlia ownm of wfaidi ait tntitltd to itetlvt cadi by itaton of thoir ragaatt for paymant for 
tilt valoa of thoir diarM» ont to bt idtcttd by tht dirtcton of tilt FMuttlng bank, and Hm tiiifd to bt 
idtcttd by tilt two io ciioitn. Tilt valuation agrttd upon by any two of tilt tiirta ap p rat ta ri didl 
goftm. If tilt valut m flxtd diall not bt latiaCBctory to any dltntfag diardidldtr who haa r t qn t rt td 
ptymtnt aa itquixtd, that diartholdtr may, within livt dayi aftor bdng notifltd of tfaa ap pr alm d 
yndxm of audi diaiti» apptal to tht CompteoUtr of tht Currtncy, who diall oanaa a r a ap p raJMl to 
bt madt whidi diaU bt final and binding as to tht valut of tht diaiti of the diamnting dunrthtldtr 
rtqutiting audi rtivpraiiaL If, within 90 dayi from tht data of crnimmmatlnn of tht Marpr, for 
any rttaon ona or mora of tht appraittrs is not stltcttd as providtd abova, or tha appndaara fall to 
datarmint tht valnt of sudi sbarts, the ComptroUtr of tht Currtncy diaU, upon tht wrtttan nqpMit 
of any intartsted party, cause an appraisal to be madt whidi shall bt final and binding on all 
partita. The txptnsts of the ComptroUtr of tht Currvicy in making any api^ralsal or r aa p pr ai ad 
shall bt pakl by tht rttulting bank. Tht valut of tht sbarts, whtn asctrtainad, diall bt paki promptly 
by tha resulting bank to tha disstnting diardiolders. 

Tha shares of Holding Company Common Stock which would have been ddivarad to audi 
dissenting diardiolders had they not requested payment shall be aold at an advartisad pubUe auction. 
The Offlct of tht Comptroller of the Currency takes the position that shares of the Hdldl^ 
may be auctioned in satisfaction of Section 219a. If the price received is greater than tfaa amount 
paki to the dissenting shardiolders for their National Bank Common Stock, the amass of audi ados 
price shall be paid to tiie dlsssnting shareholders. 



The foregoing dis c usrion does not purport to bt a complete statement of the ri^lita of i 
diarehoUers pursuant to the providons of Section 215a(b)-(d) of Title 12 of the United States Coda, 
a copy of whidi has been attached as Appendix B to this Proxy Statement, and is qualified in its 
entirety by reference to such proviskms. 

fHFFEBBNCBS IN 1UC«TS OF 
SHASEHOLDEBS OF NATIONAL BANK AND HOLDING COMPANT 
General 

If the Merger is approved and consummated, shareholders of National Bank will become diara- 
holders of Holding Company. Tliere are certain differences in the rights poss e s s ed by a shardioldsr 
of National Bank (a national banktog association) and the rights poss e s s ed by a diareholder of 
Holding Company (a Georgia corporation). A summary of tht mort significant difCtrenota is sd 
fortii bdow, referring to and disCTissing certain provisions of the Articles of Association and Qy-lawi 
of National Bank, the Articles of Incorporation and By-laws of Holding Company, and the provisions 
of the National Bank Act and the Georgia Business Coiporation Coda. The summary does not pur- 
port to be a comprehendve statement of all of the differences in the rights of the shardioldtrs if 
the Merger is effected; reference is made to the Amended Artkdes of Association of National Bank 
and the Restated Artides of Incorporation of Holding Company, which are attached hereto as 
Appendices C and D, respectively. 
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NmBMr of DiNclon 

TIm Natiooal Bank Act requires National Bank to have a Board of Directon cooalatlng of not 
leal than five nor more than twenty-five membera; Tlie exact number is normally set annually. 
Tbe Board of Directors has the power to increase or decrease the exact number of directors in office 
within certain ^edfied limits. The Board of Directors of National Bank currently consists of twenty 
BMmbers. The Georgia Business Corporation Code will require the Holding Company after the 
Ifergsr to have at least three directors, and the By-laws of Holding Company currently provide for 
a fixed number of directors. Changes in the number of directors of Holding Conq;»any can be madt 
by the Board of Directors or shareholders amending the By-laws. Tliere are no statutory limitations 
on increases in the sise of a board of directors of a Georgia corporation such as are applied to a 



lefDiiectees 

An directors of National Bank must be citizens of the United States, and at least two-thiids of 
the director s must reside either within the State of Georgia or within 100 miles of the main banking 
office of National Bank in Savannah, Georgia. There are no requirements of citizenship or residency 
applicable to d ir ec tor s of Holding Company. 



I of Directors 

Hie Artidea of Association and By-laws of National Bank require that notice of nominations 
of any candidate for election to the Board of Directors (other than any candidate proposed bj 
National Bank's present Board of Directors) be sent to the President of National Bank and to the 
Coiiqi>tioller of the Currency not less than 14 nor more than 50 days prior to the date of the meeting 
ealled for election of directors. The notice must contain certain information concerning the pro- 
posed nominee and the notifying shareholder. Nominations may be disregarded in the event they 
do not comply with the prescribed requirements and any votes cast for such nominees may be dia- 
regarded. On April 8, 1980 the ComptroUo* of the Currency issued a notice requesting comments oo 
his p ro p o s ed rescission of the Regiilation permitting articles of association and by-laws to contain 
the above described procedure. Tlie Articles of Incorporation and By-laws of Holding Con^jMny do 
not contain any such provision relating to nominations. However, it is contemplated that the current 
poUey of the Nominating Committee of National Bank to consider recommendations by shareholden 
of candidates for the board of directors will be continued by Holding Company after the Merger. 
See lianagement of C&S National Bank— Information About Committees of the Board of Direc- 
tors — Nominating Committee." 



lefDIreetwn 

Shareholders of National Bank have cumulative voting rights in the election of directors. This 
means each shar^older of National Bank is entitied to as many votes per share as the number of 
directors being elected. Such votes may be apportioned among the nominees in any manner sdectsd 
by the holder of the shares. Shareholders of Holding Company will not have cumulative voting 
ri^ts and shall be entitled to only one vote for each share held. 

The effect of cumulative voting is to permit minority shareholders to elect a percentage of 
members of the board of directors approximately equal to the percentage of shares held by the 
minority. The absence of cimiulative voting rights allows the holders of a majority of the shares to 
elect the entire board of directors. 



Shareholders of National Bank have preemptive rights, permitting shareholders to acquire their 
pro rata share of certain new issues of Common Stock issued by National Bank before such shares 
are offered to non-shardiolders. Shardiolders of the Holding Company will not have p r eemp ti ve 
righta. 
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Tht Natloaal Bvik Act in 12 VJLC H M and 60 eentdni f w ti k ti oi M on p^rmnt of dhrltaidi 

wfaiefa (i) limit tha amount of dividends that may be declared by National Bank in any cakndar 
year without the approval of the Con^troUer of the Currency to the total of Natioaal Bank'a net 
profits (as defined) for sudi year combined with its retained net profits for tha p reced i ng two years 
leas any required transfers to surplus; (ii) prohibits withdrawal of capital in the fonn of a dt v i dand; 
(iU) prohibits the payment of a dividend if lope s equal or exceed undivided profits fSbmi on hand; 
and (iv) prohibits the payment of a dividend in an amount greater than its net profits tiisn on hand 
less l oss e s and bad debts. At June 30, 1080, the amount available for payment of divldcnds under 
the first restriction deecribed above, without approval of the Con^troUer of the C urren cy , was 
$01,080,000. National Bank has entered into an Agreement with the Coo^ytrdDer of tfM Cmrcoey 
requiring the National Bank to pay dividends (i) in conformity with provisione of 12 VSJC || Otani 
00 of the National Bank Act, (U) as Justified by sound banking poUcy and (iii) after wxttlsn noliee 
to the Regional Administrator of Natkmal Banks, an official of flie Office of flie CompCroDsr of the 
Currency, prior to management's recommending a dividend to the Board of Direetars. See '9uper> 
vision, Regulation and Government Policy — Agreement with ComptroUer of the CnxBanfij." 

Under the laws of the State of Georgia, Holding Company may declare and pay dividends only 
out of its unreserved and unrestricted earned surplus, or out of its unreeerved and uucealiktad 
net eemings of the current fiscal year, calculated as of the date of the declaration of tfM dividend, 
or the next preceding fiscal year. Under financial statement classifications eurrenfly used by 
National Bank, the term *Hmdivided profits" most doeely approximates the statutory term "eanad 
surplus", and '^et income" most closely approximates the statutory term *'net eendngs.** If the 
Merger is effected and Holding Company becomes the parent institution, dividends of National Bank 
and the subsidiary state banks paid to Holding Company will be subject to restrictions as deecribed 
above and additionally set forth in "Supervision, Regulation and Governmental P61lcy— Bank 
Regulation." 



The affirmative vote of the holders of two-thirds of the outstanding shares of Common StodL 
of National Bank is required for mergers, consolidations or other similar transa c tions and for in^ 
creeses or decreases in capital. For Holding Company, a merger in which it is the survtving cor- 
poration wotdd require no shareholder approval if the merger will not effect any change to its 
Articles of Incorporation, if each share of Holding Company Common Stock outstanding immediately 
prior to the effectiveness of the merger is to remain outstanding and imchanged after the merger 
and if either no new shares are to be issued or any new shares can be issued by its Board of Directors 
without further authoriration of the shareholders. Other mergers and consolidatkms Involving 
Holding Company would require the affirmative vote of the holders of a majority of the shares of 
the outstanding Common Stock and any other daaaes of stock entitled to vote thereon. 

Holders of the shares of National Bank Common Stock possess dissenters' rights entitling them to 
appraisal of their shares in the event of mergers where National Bank is not the surviving entity and 
in the event of any consolidation; in order to exercise such dissenters* rights, certain procedural 
requirements must be met by the shareholders. Holders of the shares of Holding Company Common 
Stock will not possess dissenters' ridits under Georida law so lone as Holding Company Common 
Stock is held by more than 2,000 shareholders. At October 14, 1000 there were ap prox im ately 31,000 
shareholders of record of National Bank. 

Common Stock and Preferred Stock 

The Articles of Association of National Bank authorize 40,000,000 shares of $2.90 par vahie 
common stock. Authorized but unissued shares may be issued in the discretion of the Board of 
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Directon with the prior approval of &e Comptroller of the Currency. Additional authorized ihares 
would require &e approval of the Comptroller of the Currency and the approval of the holders of 
two Hiixdt of the then outstanding shares. 

The Articles of Incorporation of Holding Company authorize 40,000,000 shares of $2JM> par value 
cnnimon stock. Authorized but unissued shares may be issued in the discretion of the Board of Direc-* 
ton and additional authorized shares would require the approval of the holders of a minority of the 
than outstanding shares. 

There is only one class of stock authorized by the Articles of Association of National Bank. 
The authoxixation and issuance of a preferred dass of stock would require the approval of the 
holiden of a majority of the then outstanding shares together with the approval of the Comptroller 
of the Currency. The Articles of Incorporation of Holding Company authorize a preferred class of 
stock to be issued, the preferences, limitations and relative ri^ts with respect to which may be 
established by resolution of the Board of Directors of Holding Company. There would be no require- 
ment of shareholder approval prior to the issuance of the preferred stock by Holding Company. 
Fbr additional information see '1>escription of Stock." 



Shareholders of National Bank may be subject to a pro rata assessment by the Comptroller of 
the Currency to cover an impairment of the capital of National Bank. The National Bank Act pro- 
vides that this assessment may be enforced only by a sale of the shares. The Office of the Comp- 
troller of the Currency has advised that this assessment upon stockholders has not been used in 
recent times. Shareholders of Holding Company will not be subject to assessment. 



In certain jurisdictions, the shares of National Bank may not be subject to personal property 
taxes, and dividends received by the holders of shares of National Bank may be exempt from 
state and local income taxation in certain jurisdictions. Such exemptions may not apply to the shares 
of Holding Company. Shares of Common Stock of National Bank may be among those securities 
classified as legal investments by trustees in certain states. Shares of Holding Company may not 
be so classified. 
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BAMQB or NAnONAL BAMK OOmMMIOTOCK 

Th* Common Stock of Nttkmal Bulk to traded In tht o^f«^h»«oiiiiftw 
tiiat, upon conoummatton of tho p rop omd Iforgw, ■hum ol Hnldfag CVwiinny Commnn Stock will 
bo tnidod In mch morkit Tho folknvini toblo Indkotoo tim nngt to bid and mkid pctom of Am 
Notlonol Bonk Common Stodt to tho ov«r-th»«ountor marhot lor tho ilatod ralondar pmtodi I 
upon pftow xoportod by tho National Amodation of Sociirltloo Doakn Antamatod Qn 
quotatloni m lapnoontettvo ol toter-doalor prices and do not todnda retail mack op^ mark dofwa 
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CAPITALIZATION 



The ftdlowiiig teUai fet forth the eonaolidated capitalization of the C&S Bank System and the 
capitalization of Holding Company and of National Bank as of June 80, 1980 and pro forma to give 
iOKt to the Merger, as deacribed in the Plan, and the proposed Internal capital reallocation as 
I in ''Holding Company after the BCerger." 




lit ptyaUe In imtsllmenti to l»8a I JiJOD $ MOO 

«Sffl«rSJS'!'.!r^e^..*'.r.:::::::::::::::::::::::: ® VS 

>8abHdiiiatadIMbeiitur«B,duel981---piarabI«byatubsldiaqr , ^^ ,,^ 

T gtal Lo ng-ttrm DSbt 

^nSmed ttodcdc Hbtdtnf CoioMny, no par, 10,000,000 iharM authorind; 

no shani inued and outstanaJna N/A 

Cninmnn stock, |150 par: 40,000,0d& iharaa authorfsad; ^ ^ 

S8,8H180 sliaNi laniad and outttandinc n^ 

SSMdad'nraiHs* !!!!!!!.!*.!!!!!.!!..!!!!!.!.!*.!!!!!!!!!!!!!!!!!!!!!!!!!!!'. oo,*! 

NstonNal&adkBiOiimaikatablaaquityMeuritiai (MOO) 

Total Sharaholdcn' Equity >a0.7e8 

Total Long-tann D^ and ShareholdatS' Bguitar $180.740 



J Note, payabla in instalknaiitt to loos I 8,000 $ 

fc% lio^ifa Note, payable in initaUlnants to SOOT g7t8 

Total Long-tenn Debt 17,788 

no'par; 10,000,000 ahani authorised; 




Oonmon stock, $1M par; 4M0M0O iharei autboclaed; 
8.000,000 shares issued and outstanding at June 80, 1980; 

88^884,180 shares issusd and ouMandteg, Pro fonna 18.800 18,800(8) _^ 

(78,080)18) 7M0O 

flnphH 44^81 (10S,790)(1) 

^^■^ ' ^^ (ia,000)(8) 

78,080 (8) 8M17 

Xtadhrided praflts 101,807 18,808(1) 8M91 

Net onrsaliaed km on marketable equity secuxltiei (OjOO ) (MOO ) 



Total ShareholderB' Equity 148.878 

Total Long-term Debt and Bharehnldftrs' Equity |18^11 

AdjuitiBeBti: 

(1) Addition of the $87,100,000 equity of National Bank, whidiwUl merge into a wholly-owned iub- 
■idiary of Holding Coa^Mny. 

(2) Canedla t ion of the 5,000,000 shares of common stock of Holding Company held by National 



(S) Issuance of 28,824,180 shares of Holding Company Common Stock in exchange for &e 28,824,180 
sharai of National Bank Common Stock currently outstanding. 

Note: ^ased on management's Interpretation of applicable national and state banking laws, the 
eatimatod amount available for &e payment of dividends to Holding Conq>any by the sur- 
viving National Bank on a pro forma basis and by the other five banking subsidiarlea of 
Holding Con^mny aggregated approximately $25,000,000 at June 30, 1980. See also ''Supervision, 
Regulation, and Governmental Policy— Bank Regulation'' for discussion of statutory div- 
idend restrictioos. 
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dnt ISta^ Intrak tt prlBM rate I (HO) (2) HO 

Cuitel Hotel, pcyabtebjFuItoo to HoldiBfCompaqr. ,.^^,^ -^ 

dnTlOOl. intaWt at prim* nte (OOOXl) MO 

TMal Looc-tenn D«bt 0»7 MW 

Shaz^Midftrv* Iqutty: 
Commoik ftock of NatkMiia Buik. HM ptf; iOLQOtMWD iharM _^^ «.^ ,.. 

authoriaid: 283aU80 ahuvi iMuwl and outetiuMling TSjOiO 72,000(1) — 

(>»mMm ftock of Interim Bank. HM par; 40,000.000 aharoi ^^ ^ 

authoriaad; 38,000^000 aharaa bnied and outatendinf — (00,000)(4) 

(8^000) (8) 80bl8i 

88417 mMl (1) — 

(18^|84)(8) 
17JI0 (8)(4) 
(8,000)(i) 
(8fj888)(f) 81^188 

1OM07 (1) 

(88380X2) 28^84 

MM uaraaUaed loaa on markateUa aquttsr Mcuritiaa (0.800) (8,800)(1) ^ 

Tbtol Sharaholden' Equity 288.788 182J84 

Total Long-term Dabt and Shareholdan' Iqatty $241.000 ^SJSL 

AiQuftmantB: 

(1) EUmination of National Bank's investment of $148,578,000 in Holding Compuij and Ite mb- 
lidiariet. 

(2) Merger of National Bank, DeKalb, Emory and Fulton into Interim Bank. DeKalb, 
Fulton and Interim Bank have combined equity of $55,464,000. 

(3) Canc el lation of National Bank Conmion Stock surrendered in exchange for Holding ( 
Conunon Stock. 

(4) iMuance to Holding Company of 36,000,000 shares of common stock of the surviving National 
Bank (formerly Interim Bank) in connection with the Merger. 

(5) Issuance to Holding Oxnpany of 2,000,000 shares of common stock of th« surviving Nattanal 
Bank in exchange for the assets and liabilities of Servicing Company. The value ol tiie net 
asseta is estimated at $7,000,000. 

(6) Contribution of capital (approximate amoimt) to the surviving National Bank by Holding 
Company. 
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TfiE CITIZENS AND SOUTHERN NATIONAL BANK AND SUBSIDIARIES 
CONSOLIDATED SUMMARY OF OPERATIONS 

The following is a consolidated summary of operations of The Citizens and Southern National 
Bank and Subsidiaries for the five years ended December 31, 1979 and the six months ended June 
30, 1980 and 1979. The information for the five years ended December 31, 1979 is summarized from 
consolidated financial statements examined by Ernst & Whinney, independent auditors, as to the 
year ended December 31, 1979, whose report appears elsewhere in this Proxy Statement, and by 
Deloitte Haskins & Sells, independent auditors, as to the four years ended December 31, 1978. The 
report of Deloitte Haskins & Sells, dated February 9, 1979, for the two years ended December 31, 
1978 appearing elsewhere in this Proxy Statement, is qualified subject to the effects, if any, of the 
outcome of certain matters described in Notes 14 and 15 of Notes to Consolidated Financial 
Statements. The consolidated summary of operations for the six months ended Jime 30, 1980 and 1979, 
reflects, in the opinion of management, all adjustments (consisting only of normal recurring ac- 
cruals) necessary to present fairly the earnings of such periods. The summary should be read in con- 
junction with the notes thereto and with the Consolidated Financial Statonents and related notes 
appearing elsev^ere herein. Results of operations for the six months ended June 30, 1980 are not 
necessarily indicative of results which may be expected for any other interim periods or fbr the year 
as a whole. 



Jva»U YwffwUtodPecwnbsrll 

(Unaudited) 

Intex«st Income $188.3 $148.0 

Interest Expense 108.6 76.1 

NET INTEREST INCOME 84.7 71.9 

Provision fbr possible credit losses (Note 2) . . 9.0 16.0 

ADJUSTED NET INTEREST INCOME 75.7 55.9 

Other Income 42.1 87.1 

Other Expense (Notes 2, 6. 14 and 18) 88.2 74.5 

INCOME (LOSS) BEFORE INCOME 

TAXES AND OTHER ITEMS 34.6 18.5 

Len applicable income taxes (credit) 14.7 6.8 

INCOME (LOSS) BEFORE SECURITIES 

TRANSACTIONS AND OTHER ITEMS . . 19.9 11.7 24.6 9.8 (8.8) 18.8 18J 
Securities gains (losses), less applicable 

income taxes (credit) (Note B) (1.0) (.5) (1.8) .8 1.0 .7 — 

Cumulative effect on prior years of change 
in accounting method, less applicable 
income taxes (Note C) lA 

INCOME (LOSS) BEFORE 

EXTRAORDINARY CREDIT 18.9 IIJ 23.8 10.1 (7.8) 14J 17J 

Extraordinary credit (Note 10) 3.7 8J , 

NET INCOME (LOSS) $ 18.9 $ 14.9 

PER SHARE AMOUNTS (Note D): 
Income (Loss) before securities 

transactions and other items | .69 $ .41 

Net income (loss) .65 .52 

Cash dividends declared on common 

stock 14 — 

Book value at end of period 8.21 7.82 
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NuBMrlMlntewotf m to Notts to ContoUdttad nnndal 



A. Aceo untto g pottdw lor aU periods wcrt fnsrally as daserlbad In Note 1 at Notsa to ConaoU- 
ditad nnaiidal Statamanta, axoapt as das crib ad in Notas 2 and C 

Bw Ineona taxaa (cfadit) appUcabla to not sacuritiaa gaina (loasas) ware as foUowa: Juna SO^ 1980— 
(9770^); 1979— ($78,000); Daeember 91, 1979— ($966,000); 1978—11,098,000; 1977—1806,000; 
1978— $M8,000. 

C MB se Uv e Jamiary 1, 1978, a dianfe was made In tfaa melliod of aeeoimting for flnanoa bacanB 
on InataOmsnt loana of the cwnsnmar flnanoa subaldlarias. The snbsldlarlas dianfad to fha 
aom-ol-tiia-dicHa matfaod, whidi more aecuratoly maasuras Inoome tlian did tlM matfaod pra- 
vioudy uaad. Batruact iv a application of tha dianfe would not have had a material affect on 
Ineoma of eny prior period. The cumulative effect of the dianfe to DecenriMr 81, 1974, Indnded 
In net Ineome of 1978, was $1,988,000 ($.08 per share), after applicable income taassa of $89^88. 

D. The weighted average nmnbers of shares outstanding used in the eomputatifla of par Aare 
amounts wen: 28394,189 in 1980, 1979, 1978 and 1977; 28328444 in 1078; and 28317384 In 1978. 

B. See ISeeoritlss and Exchange Commission Injunctive Action" for tnlonnation uunea min g 
allegations in tiie complaint of the Securities and BKchenge Ckmunission relating primarily to 
National Bank^ fInanHal reporting for 1978. After consideration of aU the fKts and elveum- 
stancea, National Bank has concluded that no revision was or is required for National BanM 
finanrial statements for 1976. 
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MANACaMENTS DISCUSSION AND ANALYSIS Of THE 00N80UDATB> 
SinniABT OF OPERATIONS 



IJime SO, IMO Compwtd to 
Six MmitliB Ended June SO, 1979 

N«t income of National Bank and its consoUdated sulwidiaries ("C&S'O lor the fint ilz montbt 
of IMO, after lecuritles transactions and applicable income taxes, was |18^ million or %jn per 
riiare. Net Income for the same period in 1979 was $14J million, $.52 per share. 

Earnings lor the first six months of 1960 were up over the first half of 1979 primarily became 
of a $12.8 million, or 18%, increase in net interest income combined with a 44% reduction In the 
proirision for credit losses, from $16 million in 1979 to $9 million in 1980. 

fiitereft income for the first half of 1980 was $188.3 million compared to $14&0 million In 1979. 
The 27% increase resulted primarily from higher interest rates. 

Interest and fees on loans was $140.9 million, a 30% increase over $106.4 million lor the first 
six months of 1979. Higher interest rates accounted for 72% of this Increase and increased loan 
volume accounted lor the remainder. The average C&S prime rate for the first six months of 1960 
was 16.83% compared to 11.73% for the same period in 1979. 

biterest income on fed funds sold was $11.7 million, down 29% from the same period In 1979. 
The decrease was related to a decrease in the average amount outstanding for the period, as the 
I yield on fed funds was 15.45% compared to 10.19% for the first half of 1979. 



Investment securities contributed $29.8 million to interest income for &e first six months of 
1980. The largest portion of this 52% increase from 1979 related to U.S. Government securities and 
resulted from a combination of hi^er yieida and increased balances. The taxable equivalent 
yield on these securities was 11.51% for the first half of 1980 compared to an 8.73% yield for the 
con^arable period in 1979. 

Total interest expense f6r the first six months of 1960 was $103.6 million, 36% higher than the 
$76.1 million expense in 1979 and was mostly the result of rising interest rates. 

Interest expense for Ml funds purchased was $30.0 million, $9.3 million higher than in 1979. This 
45% increase was largely the result of a 282 basis point increase in rates to 12.82% for 1980. A 13% 
increase in the average amount outstanding for the first half of 1960 also contributed to the higher 



Interest on savings and other time deposits was $39.3 million for the first six months of 196(^ 
a 52% increase over 1979. During 1980, especially the early part of the year C&S experienced a 
movement of funds from lower yielding conventional certificates to the higher yielding con- 
sumer market certificates and the higher expense is reflected in this increase. 

Interest expense on CD's over $100,000 was $31.4 million for the first six months of the year, 
an 18% increase over 1979's expense. The $4.8 million increase is attributable to a 338 basis point 
increase in rates, somewhat offset by a $66 million, or 12% decrease hi the average amount out^ 



Other income was $42.1 million for the first six months of 1980, a 13% increase over the same 
period for 1979. The increase was primarily attributable to an increase hi other operating income 
whidi rose $4.0 million, 36%, and an increase in service charges on checking accounts whidi rose 
18%, $1.4 million. The increase in other operating income was primarily the result of increased 
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activity In tlM iwl Mrtirta mortg^^ loan trading area and a ilw In iooome on a^ 

wnrhangt trading. An increaae in aervloa chargea on chocking aooounta was the result of an increase 

in rates on customer accounts which was effective at the beginning of the year. 

Other expense was $83.2 million for the first six months of 1980, conq;»ared to f746 mOUoB for 
the same period In 1979. The 12% increase is a result of a combined increase in staff expense and 
furniture and equipment expense, 

Of the 17.5 mfllion taicrease in staff expense, $4.1 million is attrlbutaUe to hl^wr siJaxIflB and 
wages. A 40% increase in expenses relating to C&S's incentive compensation and profit sharing 
plans accounted for most of the $3.4 million increase in employee benefits. This expense Is related 
to C&S's operating eamingi and the increase is a result of C&S's higher eamingi In 1900l 

The M%, or $1.4 million increase hi furniture and equipment expenae was primarily tiie result 
of an unusually low level of expense in the first six months of 1979 because of the revetsal of a 
valuation reserve for fixed assets. 

Ihduded in other expense hi ttie first six months of 1990 was a credit of $1 mflUon rdated 
to Southmark Properties. The comparable period of 1979 i ncl u ded a charge of |L1 million. The 
relationships witii Southmark Properties are fully discussed in *llelationsh^ with SaaXtaaatk 
Properties" and hi Notes 14 and 18 of Notes to Consolidated Financial Statements. 

Net expenses and provision for losses on other real estate declined 26% to $L7 mfflkm lor Htut 
first six months of 1980. The decline was largely the result of the reduction In the provision made 
to the res er ve for looses on the sale of other real estate. A provision of $.5 million for 1960 was 44% 
lower than the $.9 million provision for the same period in 1979. 

Applicable income taxes increased 116% from $8.8 million for the first six months of 1979 to 
$14.7 million for the first six months of 1980. The effective tax rate for 1980 was 42.3%, up from 
36.7% for the same period in 1979. During the first half of 1980, tax-exempt hioome was 18.7% of 
income before taxes compared to 22.0% for the same period in 1979, and this accounts for part ol fbit 
increaae in the rate. Other factors were increased operating earnings and a diange in certahn 
estimates of the reserve for income taxes. As a result of management's continuing review of the 
adequacy of the reserve for income taxes, a provision of $1.4 million waa provided relatad to sales 
and writedowns of certain assets. 

For the first six months of 1980, C8tS recognized losses on the sale of securities totaling $1jO 
million compared to $.5 miUion for the same period in 1979. Theae losses resulted primarily from 
the disposition of U.S. Treasury notes and bonds during the month of February for higher yielding 
securitiea. 

1979 Compared to 1978 

Net Interest income was $148.7 miUion for 1979, an increase of $25.2 million or 20% over 1978. 
This increase was primarily the result of the reduced reliance on interest-bearing liabilities, 
the improved yields on earning assets, and the continued growth of net core deposits. 

Interest income was $807.8 million, up $49.8 million from 1978. The primary reason for tiie 
improvement was related to an increase in the yield on earning assets of 179 basis pohits whUe 
the average balance of earning assets outstanding remained relatively leveL 

Interest income on loans and leases, the most significant component of interest inc ome, In- 
creaaed $31.8 million to $229.0 million. The increase in income was solely attributable to tiie 
increased jrield. During 1979, C&S's prime rate (the interest rate charged to the most credit- 
worthy borrowers) increased 16 times. These increases reflected the effects of the rapidly risfaig 
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cost ol monay In the overall economy. Hie prime rate reached ita hig)i for 1979 daring Novwnber 
wlMn It waa 15.75%. Becatue of the loans in the portfolio which are directly affected by dtanfea 
In tiie prime rate (floating rate loans) and new loans originated during 1979, the yield on 
ttm total loan portfolio rose to 11.73% from 9.95% in 1978. 

Interest income on investment securities was $42.3 million, up $12.5 million from 1978. TUs 
Increase was partially attributable to an increase in the average balance outstanding. During 
1979, &e taxable equivalent yield on investment securities increased 106 basis points to 94S6%. 
Alao, the average balance of C&S's investment in securities increased $66 million, an increase of 
tiie average portfolio balance of over 14%. 

Interest Income on fed funds sold was $29.1 million, an increase of $2.3 million over 1978. 
This increase was the result of rising yields during a period in which the average balance declined 
by 21%. The yield on fed funds sold was 10.83% compared to 7.91% in 1978 and was reflective of 
tile sharp rise In money market rates during the period. 

Income on interest-bearing balances was $7.0 million in 1979, up $2.8 million from 1978. The 
increase was due to both increased yields and an increase in the average balance outstanding, 
which was $81 million, up $12 million from 1978. 

Total Interest expense was $159.1 million compared to $134.7 million In the prior year. This 
Increase was attributable to the rise in the cost of funds, the effects of which were partially offMt 
by a reduction in the volume of more costly interest sensitive sources of funds. 

Interest expense on savings and other time deposits was $56.2 million compared to $48.7 million 
In the prior year. This $12JS million increase was attributable equally to an increase in the rates 
paid on funds and an increase in the balance outstanding. During 1979, the Bank expe rie n c ed 
significant growth in the volume of certificates of d^)osit whose rates are linked directly to money 
market returns. The interest paid on these certificates totaled $7.8 million for 1979, 14% of total 
Interest paid on savings and other time deposits. 

Interest expense on certificates of deposit over $100,000 was $53.9 million, a $9.2 million Increase 
over 1978. The increase in this expense was solely the result of rising rates, as the average out- 
standings were reduced by $63 million. 

The provision for possible credit losses in 1979 was $26.0 million, a redaction of $11 million from 
1978. This reduction waa related to the improved quality of the loan portfolio whidi resulted In 
a51% decrease in net charge-offs. 

Other income remained relatively unchanged in 1979 at $74.7 mOlion. Increases In service 
duurges on checking accounts and other service charges were offset by decreases in fees on fkctoved 
accounts receivable and trust department income. 

Fees on factored accounts receivable, the largest component of other operating income, were 
$17.0 million for the year. The fees realized on factoring activities are closely related to the volume 
of receivables purchased during the year. During 1979, $1.2 billion in receivables were purchased, 
down 6.6% from 1978. 

Service charges on checking accounts increased 4% to $15.3 million during 1979. The increase 
was primarily attributable to an increase in the number of personal accounts. 

Other service charges (primarily merchant discounts and mortgage servicing fees) were $10J 
million for 1979, a significant 11% increase over 1978. The increase over 1978 was principally the 
result of an increase in the volume of credit card receipts processed and a rise in mortgage loan 
aervidng activity. 



27 



Digitized by VjOOQ IC 



242 



Ttvai diptHBMBt iiWQiM dtagptd Mowwliat, with |0 J mOUon mrmd In 1979, cw mptwd to |9J 
i In 1971. Thit d»dto« wai M itkip ft ttd m Cigb iuv n tu w nt cooDwilBg w ih i l d to ij wm mM 
lntel>197t. BtmiiMittot tfa> •tttcti ol tfa> Mte, truit Urn weald h«v Inrfiimi Jl^ifly. 

Inoome from eompitt«r wrvlotf wai |6J> mflUoB in 1979, up 19% from |8J mflUoB In 1991 
Hm Inntait wai dot to an Inntait In pfktf and itlM vohone. 

Total odMr cxpamt waa |188J mflUon conq;»ared to $148J mflUon in 1979. Ilia ] 
for flifa growth waa an inetaaaa in aalariaa and wafii and floiplojraa banifita. 

Salaflaa and waflM axpania in 1979 waa $919 miUion, op $9.7 mOUon from 1979. Tha 1 
waa principally attiibutabla to an jnrraaia in tha avarage number ol gmploiraat. A portion of tUi 
Ineraaaa waa im raault of normal marit and promotianal ineraaaoa. Impkyaa banaflta wara |17J 
mnUon lor 1979, a $9.4 million increase over 1979. This ineraaaa waa lafgaly attrlbiitahla to an 
inaaaaain profit sharing aipansaoL 

Iheome tax eiqpeaae, including tax etfact of aecurttlaB tranaaetioBa, for 1979 waa $191 mfflkn 
compaxad to $9.4 miUion in 1979. The $9.7 miUioB increase is largely the result of a $B.4 asOIko in- 
creeae In preta Ineome; however, the ettsctive tax rata also diangad from yeer to year. Tha aOaetlva 
rata in 1979 was approximately 99% compared to 19% in 1979. The ineraaaa was largdy attribatabls 
to the dianga from year to year in the proportion of tax exempt income to piatax tneosQa. hk 1971 
tax axampt inoome was 29% of pretax income compared to 99% in 1979; and as a laanlt, tta af9Ht 
was an ineraaaa in tha effective rate. 

Losaoa from ttie sale of aecuritleB held as invaatments totaled $1 J mQUon In 1979 < 
gains of $.9 million In 1971 Moat of the looses occurred in the fourth quarter of 1979 and i 
from tiia sale of US. Government securitiea. The proceeds of such sake were relnveated in i 
with a hitler return than the securitiea dispoaed of. 

I n cl u ded in net inoome waa a $3.7 million extraordinary credit resulting from the raattntlOB 
in 1979 of unreoogniaed tax benefits whidi rdated to certain 1979 and 1977 kaa provi d on a fiiar 
Qoold not be recognised as tax deductloas in those years. 

During 1979 and prior years National Bank and ita subsidiaries have entered Into banUag 
transactions wi& its directors and officers, the more significant of which are rttsriisseil In the 
aactkm "R em u n er ation, Benefits and Certain Transactions — Other T^ransacUona wMi Osftafai 
Dtraetora and Officers." None of theee transactions had a significant affect on the reaulta af opaia^ 
tionsof C^ka 

In December 1971 as discussed more fully in the section ''Supervision, RegulatleB and Govam- 
mental Policy— Agreement with Comptroller of the Currency," National Bank ontarad Into an 
agreement covering a number of matters of regulatory concern to tha Comptroller. Tlie AgrasaasBt, 
whidi primarily affected operating polides of National Bank, did not have a significant effed on 
the results of operations of C&S for any period. 

1979 Compered to 1977 

Net interest income was $129.5 miUion in 1971 an $11.5 million or 10% ineraaaa o^^er 1977. TUa 
increese was a reeult of an increese in the volume of eeming aasets outstanding. 

Interest income increased $47.7 million or 29% in 1979. The major increaaea occurred in loaas 
and leeaea and in federal funds sold. 



Inoome earned on loans and leeaas was $197.2 million to 1971 a 19% ineraaaa over 1977. TUs 
increaae resulted primarily from the increase in yields earned on the total portfolio aa Cftffli 
prime rate was increased 15 times, ending 1978 at 11.75% compared to 7.75% one year aarUar. Tha 
average portfolio increased only sliji^tly during 1971 



Digitized by VjOOQ IC 



248 



lOB M ftmdi Mid and weuritlM purchased under agreemenii to reaell waa $2841 mOUon, 
afMLSmfUtan Inaiaaa over 1977. Higher yiclda accounted tot $7.6 mUlion, one third of the faicreaae, 
wliile tnereasaa In awaga vohime accounted tot $1S J million of the increase. The rate Inereases 
wave a ftmetlon of the short maturity of these assets in a risbig rate environment, and vohmie 
iii c r s a sas resulted from diangas to increase overall liquidity and from a higher level of repurdiase 
afiiaam«lBlnl978. 

btnest expense increased $36.2 million or 37% during 1976. The major increase was in interest 
paid OB fsd ftmds purdiased and certificates of deposit over $100,000. 

Intafwk expense on fed ftmds purchaaed and securities sold under agreements to repurdiaae 
was $39 J million for 1978, a $17.7 million increase over 1977. The rates paid on fed funds purdiased 
facMsed 220 basis points hi 1978 as the money markets reqponded to the titter money postuxia 
itt bgr the Federal Reserve. 

BatSi paid on certificates of deposit over $100,000 also increased considerably. The average cost 
rait of these instruments increaaed 197 basis points to 7.68% during 1978, increasing &e expense 
to $14.7 million lor the year, 42% hitler than in 19n. 

The pr o visi on for possible credit losses during 1978 was $87 million, a 31% reduetton from 
$82.4 million In 1977. This reduction in the provision, made possible by the improvement In the 
loan portfolio, resulted in an ending allowance of $38.6 million compared to $42.1 mOlkm In 1977. 
Aetual net chaige-ofCi were $40.5 million during 1978, relatively unchan^ from the prior year. 

Other expense declined 1% hi 1978 to $148.8 million. Significant reductions In the expenses 
and provisions related to other real estate and Southmark Properties were offnt by a charge 
to eamlngi for losses In connection with unauthorized activities in National Bank's Money Man- 
agamant Dqwrtment and by Increases in normal operating expenses. 

Selarlea, wages and benefits totaled $74JS million in 1978, an increase of $6J) million from 1977. 
This increase in expense was the result of a 3% increase in the average number of full-time equiva- 
lent employees and a 5% increase in average salary. The $4.8 million increase in salaries was 
coiq;>led wMi an increaaa in employee benefits of $1.5 million resulting from increaaed payroll taxea 
and group Insurance expenses. 

Net expenses and provision f6r losses on other real estate amounted to $5J) million, an $18.0 
minion reduction from 1977's expense. Induded In the 1978 expense is a provision for losses of $U 
million compared to $20.0 million in 1977. The higher expense incurred in 1977 was partially a 
leaalt of a dianfe In &e methods and assumptions used in estimating the net realisable valua of 
oflier real estate, whidi resulted in an additional $10 million provision being charged to eamlnp In 
1977. The net e xp e ns e s related to the ownership of other real estate were $3.8 million In 1978 com- 
pared to $4.0 mUlion In 1977. However, during 1978, net gains of $2.1 million were credited to the 
raaarve lor looses on other real estate. 

Provision for looses related to Southmark Properties was %IA million in 1978 compared to $6.1 
million in 1977. This provision related to C&S's evaluation of claims made by Southmark Properttea. 
The relationships With Southmark Properties are further discussed in 'Relationships with Souths 
marie ftoperties'' and in Notea 14 and 18 of Notes to Consolidated Fbiandal Statements. 

Other (^rathig expense was $47.0 million, an Increase of $7.9 million from 1977. Included In 
other operating expenae was a charge io earnings in the fourth quarter for $2.6 million made lor 
losses In connection with unauthorized activities In the Money Management Department, a 
$1 minion charge to write down the carrying value of an investment in an unconsolidated forrign 
subsidiary, Jamaica Citizens Bank, Ltd., and a $1.7 million writedown of certain fixed assets of 
National Bank. The remaining portion of the increase resulted from a general rise in the cost of 
operations, including advertising, stationery, communications, postage, insurance and professional 
aervices < 
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InooBM tut cxpenae in 1078 was |S.4 mfllkm oomputd to a tut ertdit of $114 niflUoii in 1977. 
TUf incmae waa due to the gignificant increaae in prataz incone of $S2.4 million. Incft i de d in the 
tax ezpenae and credit ia the tax eCCact of aeeuritiea tranaectiana of |L0 million in 1978 and M 
million in 1977. 

THIBD QUABTEB FINANCIAL INFOBBIATION (UN AVIHTED) 

Following are aelected conaolidated statemenU of operationa data for the three montfaa and nine 
montfaa ended Septonber 30, 1980 and 1979. In the opinion of management, the amounta ahown refleet 
all adjustments (consisting only of normal recurring accruals) necessary to present fUrly Ham earn- 
ing of auch perioda. Reaults of operationa for the three months and nine months ended September 
90, 1980 are not neceasaiily indicative of results which may be expected for the full year. 



19M Iflf 19it 1919 

laterwt iBOome $89.1 |7S.6 $177.4 9B17 

Net interast income 18.7 87.1 lUA MM 

Provision for possible credit losses 15 5.0 11.5 lU 

Other income 18.7 18J OOJ BU 

Other expense 419 40.8 1184 11&4 

Income before income taxes and other Items 110 9.4 48J ff J 

Income before securitiss transactions and 

cxtreordinaxy credit 18 8.1 18j9 17J 

Extraordinary credit — — — 17 

Netinoome 16 11 874 SU 

Per Share Amounts: 

hicome before securities transacticMia 

and extxvordinary credit $40 $41 $ 49 $ JU 

Extraordinary credit — — — Jl 

Net income JO 41 4S .71 

Net operating earnings were $8.6 million fbr the third quarter, $24 million Uglier than the 
same quarter last year. 

A higher net interest income and a 50% reduction in the provision for credit looaea were the 
primary factors in the 40% increase from the same quarter last year. A small increaae in other income 
waa more than of&et by an increase in other expense, primarily in staff expenae. 

During the third quarter of 1980 the Bank charged-off its remaining investment in Jamaica 
atizens Bank, Ltd. ("JCB"), an unconaolidated foreign subsidiary. Prior to 1975 CAB wrote off $4 
million of its investment in JCB, and then, began providing in 1977 for the expected loss on sak 
of its investment by charges to earnings. These provisions aggregated $4 million, $1 million, and 
$1.2 million in the years 1977 through 1979, respectively, and $.4 million in 1980 ($4 million during 
the third quarter). Subsequent to September 30, 1980 the subsidiary waa sold for $590,000 whidi 
will be recognized aa revenue when payments on the related note are received. 

TTie $84 million net income for the third quarter of 1980, $.30 a share, comparee to $6.1 miOkm, 
$41 a share, for the third quarter of 1979. 

PRO FORMA FINANCIAL STATEMENTS 

Pro forma balance sheets and income statements have not been included. The conaolidated 
financial statements of National Bank and ita subsidiaries reflect the operations of the C&S Bank 
System, which will not be affected by the Merger. As shown in the capitalization table of the C&S 
Bank System under "Capitalization'*, there will be no change in consolidated shardiolderi* equity. 
As shown in the capitalization table of Holding Company, shardiolders* equity of Holding Con^Mtny 
after the Merger will equal that of the C&S Bank System. 

SO 
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BU8INBSS OP CAS BANK STBTDI 

Tbe Citizens and Soufbem Nattonal Bank is s national banking assodatloii under the Natkmal 
I Act and a registered bank holding company under the Bank Holding Company Act of 1956^ 
as amended. National Bank is the parent entity of the C&S Bank System ("C&S"), which is engaged 
in banking and bank-r^ted businesses. At December 31, 1979, according to Information in Butineu 
Wetfe, National Bank was the largest commercial bank in Georgia in both deposits and assets and, 
according to tlie American Banker, was the 42nd largest bank in the United States as measured by 



■udd^gel NatlaiiBl Baidfc and BanUag Snbsidiarke. 

NatloBal Bank, a full service bank, conducts a broad range of banking operations in Georgia 
Oxoogh 88 branch banking offices located in Athens (4), Atlanta (48), Augusto (10), ICacon (11), 
Sinrannah (12), and Vakiosta (3). Through Holding Company, a wholly owned subsidiary of Natkmal 
Bank, National Bank has a majority interest in eight subsidiary state-chartered banks in Georgia 
having 40 banking offices. They are located in metropolitan Atlanta (21), Albany (7), Dublin (4), 
LaGranfa (3), Newnan (3) and Thomaston (2). Ihere are international banking offices located in 
Atlanta, Savannah and Nassau, the Bahamas. There are Edge Act offices in Miami and New Orleans. 
The CAS Bank System has corporate regional service offices in New York, Chicago and Los Angelas 
and international offices in Brazil, Peru, Costa Rica, Colombia, Singapore and Guatemala. 

Pereonal Banking Services. C&S provides a wide range of personal banking services to Its 
cuslomen. Among the services provided are checking accounta, a range of savings plans, installment 
and other personal loans, home improvement loans, personal lines of credit, auto m o b ile and other 
consumer financing, mortgage lending, and safe deposit services. "MasterCard" credit cards are 
iasoed under a franchise from Interbank Card Association, Inc. At December 31, 1979, C&S had 82 
automated banking terminals or "Instant Bankers" in operation. Most of these machines are placed 
•o tiiat costamers have 24-hour access to the routine banking transactions which the machines 
pcovlde. 

Gommereiol Banfcifig and Related Servicet. C&S serves commerce and industry, primarily in 
Georgia but also throughout the Southeast, by providing financing and other related services for 
tmajneases of all sizes. C&S*s emphasis in commercial banking is to establish a complete banking 
relationship on a long-term basis with businesses having operations hi the Southeast, C8eS's primary 
service area. C&S also seeks to provide regional banking services for national accounta. Fi n an c i n g 
services offered include secured and unsecured lending and accounta receivable and inventory 
financing. C&S also provides businesses with commercial checking, business savings accounta, night 
depository, payroll processing and a wide range of cash management services. Other services provided 
to businesses include mortgage lending and equipment leasing activities. 

Tlirough ita fkctoring services, C&S purchases customer accounta receivable from ita factoring 
cliento without recourse on pre-credit approved sales. In addition, C&S's factoring operation provides 
commercial account services consisting of loans secured by accounta receivable, inventory, equip- 
ment and other collateral. Usually these loans are made on a revolving or three to five 3rear repay- 
ment plan to manufacturers and wholesalers located primarily in the Southeast 

The Portfolio and Funds Management Group is responsible for management of National 
Bank's investment securities portfolio, comprised of bank eligible fixed income public securitieB. 
The Group is also responsible for management of National Bank's purchased funds portfolio, 
comprised of Federal Funds, repurchase agreementa and large denomination negotiable certificates 
of deposit. In addition, the Ghroup conducta permissible securities activities related to U.S. Govern- 
ment, federal agency and municipal obligations. 
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hatrmMoMJ BmMmg S^rvtem, Gi8 mtvm domMtie and fond^i eortooMn wllh a wite 
oi InlKMtiQMl hinkim MnfioM fnta tibe qCBom tndiotud •bovi^ tnghMUtni^ ttM mMnm 
T^ MnuMf t bthwi Iha wnth tM twi i UnlHd SUtt and Citnl and Boutfi Aamlem h i rtn i id 
tiidt. blVMrtkMl btnUng Mrvieti indudt «sport-iii9ort flwinrlng ■wiitinni, cMh aHMifHMBk 
and liKMliiiMl MTvim as wall as otiiar faifonnatioa swvloai. bport flnanrlng aetlYltiaa iBvalvt 
primarily ta i ifla BBaditMfjy farni and oonstnietkA aiiii^iiMnt, BBtning and agEibvaiiiaM. Inpori 
I hx96tw9B primarily Juta^ hiwhar and ihoaa. 



Oeir rup cmdtKt BmMmg Stroieat. CAS has oomspoBdant ralatioaslilpa wllh i 
706 banks In tha Unllad Statsa and 800 banks in foreign oonntrias. In Gaorgia and lim flmitli sas t, 
GAB oflui mmmoiif bmk iHiuijwMPt mistum twIoM to tti c pf n ipopd w i t ii todudlnc dipiMll 

ttoM, data proaawiiig and managsmant training. 

IVnstSarvieat. CiS provldas a wida rangs of triist asrvieas for bnslnaassa and IndMdhHda. Ilw 
T)nHt DapartBMBt admlnlstars and acts as tmslaa for oucporata pansloii and pfont^iiariBg plana sm 
aali as aocpcspata trastaa, aacrow agant, and transfte agant for many oofponta dlaola* Wot indl- 
ifldiiala, tta TnHt DapartBMBt odBflan astata and tax planning, axaeutor and tmat aarvleaa, and trast 
admlnlstrallon for ttia sdf-amployad. Tbm Invaatmant Counadlng IXvisloa alao provldaa 1 
itoc 



nuoa^ anbsldlailas of Holding Company, C&S oondnets banknrdatad aethrltiaa p ar ml tta d by 
tha iidaral Bank Holding Company Act of 1906, as amandad. 

CAS FbMmea Companif. Citisens and Southern Fhianoa Company ("CAS ItnaneO ^vas 
Off ga n la sd In 1974 to manage the business of Ison Finance Corporation, a co n au mer finance compaay 
acqtolnd by CAa CAS Fhiance and its subsidiaries currently operate 19 oCOoea in six ao uth aaa tem 



CAS Mortgage Company. Citisens and Sou&em Mortgage Company conducts mortgsge 
IsBdfaig aethrltiaa outside of Georgia 

CAS Eq¥ity Mortgaga Company, Citisens and Southern Equity Mortgage Company CCAS 
Iqpilty Mortgage^ was organised in 1978 to tain over the equity loen division of e fonner sidMd 
of Holding Conspany and oontinne the business of making and aenddng second mortgage loana. 

CAS Ufa Jnsimmce Companif. Citizens and Southern life Insurance Company wrttsa credit 
Ufa and disiiblllty Insmrance hi connection with loens made by C^ka 

CdkS Apency Jnoorporated. Clthnns and Southern Agency Incorp orat ed acts aa an agent in ob- 
taining Insurance for ejects of transactions financed by CAbS. 



At December SI, 1979, C&S was the largest banking organisation in Georgia as meesured by 
assets and deposits according to infonnation in BtMinest Week. The activitiss in which C&S engages 
ara highly competltiye, and both &e activities and markets eerved involve competition witti other 
benks and non-bsnk financial Institutions, some of which are lerger than CAcS. Ihe fsctors of camp 
petition involve sudi a^ects as customer services, interest rates on loans and savings depoalts, and 
loeation of offices. 



CAS's prlndpel offices era In a 14 story buildfaig constructed in 1901 located at 85 Broad 
Street, Atlanta, Georgia. The prlndpel executive offices and various departments of CAS occupy a 
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■obftuitial portioo of this bufldSng which is owiwd bj a lohiidlnry of Natkoal Bank. OpaimtloDa of 
CAe8 alio ma an or porttona ol four othor offlioa buUdingi in the Atlanta motrqpoUtan ana which 
ava ownad bj nbaidiariai of National Bank. Thaw indade a leven gtory Iniilding In downtown 
Aflanta oooitructad in 1948 which is entirely occupied by C&S operationi; a 19 story building In 
diw a ntowii Atlanta oomtrueted in 1909 which is approximately 40% occupied by C&S operations; 
a Ana story building about 22 miles firom downtown Atlanta constructed in 1975, substantially all of 
which is occupied by C&S operations, and an 18 story building-parUng garage built in 1980 keated 
acroas the street from the principal offices on Broad Street. C&S occupies approzimatdy 75% of 
iSam four floom used f6r ofBoe ^aoe in this building. All of the foregofaig have banking offleaa 
aseept tha buiUUng-parkhig garage. 

Subddlaiias of National Bank own 128 other p roperties used primarily for branch banMwg 
offloas or offices of subsidiaries of Holding Company. Of the 188 propertiaa owned by NaUooal Bank 
and its subsidiaries, 121 are used primarily for banking or the suppwt of banking cparathma. Savwi 
prapartiaB are not praaently being used for banking purposes. Five properties of Holding Company 
are nortg^psd with a principal outstanding balance as of June 30, 1980 of |9,7S2,88& 

Additionally, C&S leased at June 1, 1980, 101 other real properties which are used primarily 
for branch banUng offices or offices of subsidiariea of Holding Company. In fiscal 1979, $8,100,408 In 
rental ezpenae was incurred f6r the use of these 101 properties. 

IVv additional information see Note 7 of Notes to Consolidated Financial Statements. 



At December 81, 1979, C&S enq>loyed approzimatdy 5,400 persons. 
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OfVISnilNT PORTPCHJO 



Hm fdQowiBg tible pcoMnte the canying vahw of invwtnMnt Mcarltici at Jum 80, 1980 and 
at Daoonbar 81, 1979, 1978, 1977, 1976 and 1975. 



UA Tnmaer obWffttew $488,186 

r U A QovenuBMit afendm 

i oorporattoDS 160J18 

ObUgakiooa irf ttetfi and pftll tt fl 

fubdhriiloiw 88M87 

Coffpente and Fedtnl n w mm Stock .... 18J87 

Othar bonds. notM and debmtuTM 11J886 

Total invwtment Mcuritifli $888,768 $810^188 $488.428 $484.888 $ai.064 $46^788 

Tbm maturltj diatrfbution and yielda (on a fully taxable equivalent baaia) on invaatmant 
aeeuritieB (excluding corporate and Federal Reaerve Stock) held at Juno 30, 1960 were aa foUowa. 



1878 


1878 


1877 
IMBii) 


1876 


1978 






$888,777 


$280,472 


$2H618 


$218,872 


$181,778 


88,415 


42.081 


- 


- 


- 


186341 


181.880 


1801088 


162348 


28S3M 


84.448 


80.718 


8U47 


81.776 


87408 


1^88 


11.617 


8^1 


7^ 


10^16 



After OHO yoar After fhra yoan 

i—oyaarorla« tofhroyaaii totenywua After! 



OanTtBff Cairytaff Oaitytaf 

«oM va&o «oM valao TteH nOao TteH 



UA T^eaiurj obli<atioQ8 . . $1603 10l76% $806.6 16l48% $ 80J 838% $ U 836% 

OUicatlou of U A 



843 


1031 


18.7 


834 


— 


813 


18.07 


48.1 


1236 


863 


u 

^ 


1034 


13 
$1883 


18.18 


8167J 



ObUgatlons of ateteo and 

polittcal ■ubdiviMona ... 643 1438 813 18.07 48.1 1236 063 1131 

OChor bonds, notes and 



Tbtal 61643 

TaxaUa oQuiraloDt 
adjustment $ 43 $ U $ 8.4 $ 83 

Hie yield ia the yldd to maturity of each spedflc aecurity baaed on ita carrying vahie (coat 
adjuated for amortization of premium and accretion of diacount), accumulated by maturity category 
and divided by the total carrying value of that category. The yield on obligations of atataa and 
pdUtical aubdiviaions and on other aeeuritieB (where applicable) is computed on a fully taxable 
equivalent baaia uaing a 46% federal income tax rata. 
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POBTfOIJO OP LOAMBb DIRKT UBA8I FINANCIN O 
AMD FACTORID ACCOUNTS RICDVABLB 

llM floIloiHBg tiblt Mli iBilh Ite portfolio bsr eiliioqr «t Amo SO^ UM and «t 
81, 1«79, 197B, Wl, Vm and 197». 

mt Mff Mff HIT im 



■Ml«il«tekMm $m iMi $M1 $W7 $Mi $118 

LoMM foe purdiMlnc ot vwfjflus 



8 1 7 7 • t 

11 10 • T 7 

MtcWndiniartrial louM Ml 07 Mi Mi Mi €14 

I to ludlvMmls foe hoiMwMHdi 

«qMBdltum ....rf^??^ M| tn AM til iM Ml 

AnoSvkHim m m u « it u 

utoMBiJISoii;*:::::::::::::::::::::: MS) ^ffl) J^ffi) ^) 'Im) *%) 

.. UWi Uil JJTO J|iM LTM JJ77 

.. M H M » IS U 

.. 2> (S> _i!) W 2? a> 

Not invMlBMnt in diroet Ioom 
flnandng M » » 17 M • 

WniHii imwHi mirtirtli in iw li7 m IM 111 

IIMM^ «N0l lOMO llMMfeW 



MJTi IIM IIJM M.OM IIJW iUM 

■zdiuive of real eitate loans neurad by 1-4 family iwidential propartiao and loaaa to tn- 
dhrlduals for houadiold, family and other panooal ezpenditiiras, the maturity dtatrflmtloa and 
Intaraot oeDfttivlty of loani outatanding at Jime 30, 1980 and Daoambar SI, 1979 ware ai foDowi. 

lohoialoi ■oiMMti ■■lailig 

Ikonoyon 
Jtoi8i.M8it mWm 



Uil |1M $18 $881 

Loom to flMndoHMtit iHIOM ISi » ^ H! 

i<nam ^ot ptirrimtna or uoiijflag wcaittioo . . . . 8 4 ^~ 18 

* ■ to fmn o K i 8 ^ IS 

mrdal and indttitrial lovM 481 IM M 8H 

AUottMrloom _J5 S 1 H 

To« |7M ^ £U 



878 178 81 8M 

TWol JTM tm £M SUM 

$87 $M $IS 



to fliumdal iBrtltotiolM ^ SI i IM 

forp^^Mlaf orcorryiBf Mcitrttioo .... 4 1 ^ ii 

CtauB-ndad and iiidusMai i^^ 4M 17S if 80 

AUottMrlooM _48 S _1 48 

TWal m MM M7 tt^ 

fatwit Bote SonrfttvUy: ^ 

LontiHtlixatMthotwwt: ^ _ 

SSSf*'.::::::::::::::::::::::::::::::::::: « 'JS S 15 

'^ ffi as , , 'iHlSl. fia 
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Tbm following taUa prawnti iiiforauition on non-performing loans for the tiiree yeert ended 
SI, 19T9 and tiie ilz montbi ended June 80, 196Q. 




mm eiiwert ilDefe 



Aeflf JVM 10^1980: 



$17.t 

TiOmi to ftawiGial ImUtutloos • . . . . T.1 

^ MTdel and indiulrial loou LI 

I to individuali 



All o«ter J 

Total loeii% dirtet leut Iteandng at 
^- roenvaUo 



_|M 

e.7 

Ite^e^ months «Bd«d JteM SO, in^^ 
tateviiC wlddi would hove boon rooordod in eoooidoiieo 

- - - j^^ 

A 



AoflfDoemtar 



Loonfto i 



borSLW 
locoraM 



. .^ ^ |lfJ 

to ftnoHciOl InolitutioBs ••...•...•. ^7 

dal and indafl 
taidivldiMlt 

e ceo uato roe 

All otfaw A 

Total kMaa, direct loaae flaandnf and lOctored 



Oommordal and Indmtrial loano L4 

ZMdM to indivldmTff .... 
IteleNd aeeooBli roeaive 



CooBBdtniinti to land addittonal ftmds 7J 

I tr fho ya ar aadad DacambOr M, U 7»; _^ 
utacaat wludi would have baan raoorded in aiccofdanoa 

with tha original tanna , 7j0 

"" ' ''' LO 



Aa o<Dacam barilt IMS: 
Agpagato raoordad ii 

Bail aatato loana 9S0JI 

Loena to financial inatitiitkma 11.6 

OoB u na id al and industrial loana 15 

Loaaa to fadividuala — 

Vactorad accounts raceivaUo •^ 

An olhar 4 

Total loans, diract lease financing and lOctorad 

aoeounts raoahrabla .. 44J 

OommitmeBts to land additional ftmda t J 

Ite tiio yaar anded December 81, 1978:. 
tateraat wMdi would have been morded in acoordanoe 



7J 

1.1 

r SI. 1877: 
Aciuaaata recorded investment: 

BtMlaalate U»««^ , $88.7 

Ldans to flnendal institutions 16.7 

OoBunardal and industrial kians 6.4 

Leans to inahrid uals — 

Vaetorad aooounts raceivabla ~ 

All olfaw J 

Total loans, direct lease finandng and fM to rad 

J7Q 



itolend additional ftmda 8.6 

Vor tha year ended December 81, 1977: 
taterest wfaldi would have been recorded in acoocdanee 
,wttti_t^ original tnins 6.0 

87 



ammmma 






S4i 


81S 


w 


L7 
.1 




$14.7 

7^ 
.1 

iJ 


$8J 


J 


S6.1 


H 




ISIJ 
8.0 

"ii 


SSJ 

L7 


S9J 
1.6 


JOJ 


4.8 

.4 




"3 

LO 




48.4 
J 


«w 


•i 





Digitized by VjOOQ IC 



252 



AggngUt rtcoidad InvwtiiMnt ihown abov* wat ntt of partial loaii diirgB irffa and other 
xaductionf which did not reduce the legal liabiUtj of the boROfweiB to Cak& Tbm imorcal wUeh 
would hav* been recorded in accordance with the original terma ia the amount whldi the h miu wm u 
would have been legally obligated to pay to C&S. Commitmenta above do not induda the loan 
c ommi t me nt to Southmark Propertiet which is diacuaaed in Note 14 of Notea to CooadUdated 
Financial Statemanta. 

Non-performing loana oooaiit of loana modified in troubled debt reatructuringi, oitfaer non- 
accrual loans and other loans 60 dasrs past due. Modifications generally take the fana «< an ex- 
tension of the original repayment period and/or a reduction of the interest rate diargad, Sndi 
modificationa are entered into in order to Increase the probability of ooUectlon of amounta owed 
to C&S. Loans Modified in Troubled Debt Restructurings include non-accrual loans which have been 
restructured. The amount of non-accrual loana included in this category was |6J million at Jma SO, 
1080, and $7.4 million at December 81, 1070. Non-accrual loans consist of those loana on whkh 
recognition of Interest income has been discontinued. Beginning in 1078, all paymenta rece iv e d on 
such loans either of principal or interest have been treated aa reductions of r ecor d ed i nv e sUn a nt 

Loans in excess of |50,000 are generally placed on non-accrual when tfaay reach 00 di^i past 
due or earlier at the discretion of management At such time, accrued interest is l ef ve g sed and 
secured loans are written down based on the fair value of the underlying ooUateimL 

In general, unaecured loans are charged-off and secured loans not in excess of $80,000 are written 
down based on the fdr value of the underlying collateral when they are 120 days peat due or when- 
ever collectibility appears doubtful. Ftictored accounts receivable are generally charged off when 
invoices are 180 dayt past due or whenever collectibility appears doubtfuL 

Comparable non-{>erforming loan data for jrears prior to 1877 are not available. Total avenge 
non-accrual and reduced accrual loans as previously reported were $112 million and $88 milUon for 
the years ended December 31, 1976 and 1975, respectively, however, the non-accrual policy In tiiose 
years was not the same as the current policy. Therefore non-accrual loans are not «?^?"*»rf«'«t*i* 
to those in later years, which were based on the policy described above. Recorda of National Bank 
and its subsidiaries for 1975 and 1976 do not provide a breakdown of non-iwrforming loans by 
category, nor do they provide interest Income or commitment data related to thoae loeaa. 
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SUliCMARY OF CREDIT LOSS EXPERIENCE 
Thft following table •uxnmarizes changes in the allowance for possible credit losses arising from 
charge-offs and recoveries, by category; additions to the allowance which have been charged to 
expoise; balance of loans, direct lease financing and factored accounts receivable at the end of 
eMh peziod; dafly averages; and ratio of net charge-offs to average portfolio. 

JSmXi^M T— r aWied Becwnbir tl 

JBL W> IfTt Itn IfTtd) IfWd) 

(btkoesuids) 
ADowineefor pOMflUe 
ciedlt losMs: 
lla^w*^* st bcghmtog of 
Pwtod^. $ H781 I S8.598 $ 42.058 $ 27.618 $ 80,862 $ 28^81 

Reaf^teUMBt 872 7.454 27.784 22.781 

Loans to flnandal 

Institations — — ~ 2.478 

Ldstis for purdhaaiiis 

sr earrytng seeoritles . . 2 — 1 82 

Loans to fanners ^ 148 2 11 

OoDunercisl and 

Industrial loans and 

leases 1.779 5.680 5.704 8,587 

Loans to individuals . . . 8,000 5.034 5,404 4,577 

AU other loans 2 57 2 — 

Total 8,258 19.228 88.897 ISiiW 

receivable 4521 8.828 6.514 4.474 

Total charge-offa .... 10.776 28,046 45,411 42>47 ^ttJ 86.ti6 
Recoveries of previous 
diarse-ofb: 

Red estete loans 688 2.704 1.067 684 

Loans to flnandal 

institutions 221 — — — 

Loans for purdiaslng 

or earrymg seeurifies. 2 8 • 18 

Loans to farmers — 8 6 4 

Conunerdal and 

industrial loans and 

leases 841 1,676 799 1,844 

Loans to faidividuals . . 1,082 1.849 1,651 1,874 

Allotherloans 2 6 4 1 

Total. 2301 835 Mis Wo 

Factored accounts 

receivable 874 1,986 1.428 W% ^ 

Total recoveries 8.675 8.229 4.956 8.972 8.858 6J08 

Net charge-offS 7.101 19317 40.455 S8|975 88.024 28,616 

Additions to allowance 
dianted to operathig 

expense. 8.000 26,000 87.000 88.400 80.000 80.628 

Balance at end of period.. $ 46.680 $ 44.781 $ 38.598 $ 42.068 $ 27.628 $ 80.688 

Related loans, leases, and 
factored accounts 
receivable: 
Amount of portfolio 

outstanding at end of ^ ^ ^ 

period. $2.177374 $2.128.301 $1,990.093 $2.061.782 $1.926.480 $1398.760 

Daily average amount of 
portfolio outstanding . . . $2.138.455 $2.009.944 $2.042,115 $1.988.895 $1.909.842 $1.917.026 

Ratio of net charge-offk __ . .^^ 

to average portfbUo ... . :6e%(2) ^99% 1.98 % 1.96 % 1.73 % 1M % 

(1) Detailed information for these years is not practicably available. 

(2) The six-month ratio is steted on an annual basis using six-month data and is not necessarily taidicativs of 
the ratio which may be expected for the entire year. 

The allowance for possible credit losses is based on management's analysis of the portfolio under 
current economic conditions. The analysis includes a study of loss experience, a review of delin- 
quencies and an estimate of the possibility of loss based on the risk characteristics of the portfolio. 

89 
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fi«.- ^n M^ I — twi ms. 1 1 — 1 «^^^^ ■ ■ ■ at. J ^ ^^ immmt fl i Mni ii l tiu Ijl 

msoBiMy iMOMmy to ptwids lor ttM poMlbilttjr of kmoi botn^ Incufivd wJHiIb fto JbOoiiiug 




BMd «il«te louM $10.Tn M% 

Lom to flnndal Imtttatlom . tTO T 

OoomMNial and iiidivtrial 
kwa and IMM 10,111 SI LIO T^OTt M UT 

LouM to indhrkhiAlt for 



oUmt p otkwm J nptDdttimt . . 7|Slt W 

AUottMrkMOf fit t 

Itetorad aeoomiti rMdrtbto . . Mt7 T 

Uunoaitod lUlT 

Tom $46.680 100 
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UN 


LIO 


600 
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41 


aji 


Km 
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&M 


114 


044.1W 


100 


UO 



(1) Hm c a lc u l a tion for individual cradit cataforlai !■ band oa total loana fnrhiiHng i 

The above table preients inf6rmation with reipect to the allocation of the tUowanee lor poviblc 
credit loaaet at June 80, 1080 and December 81, 1970. The allocation ia baaed primarflgr on pn9km 
charge-off eiq>erience, adjuated for changes in the risk characteriftica of eedi category. Additional 
amounts are allocated baaed on an evaluation of the loaa potential of individual troubled loano. The 
anticipated effect of economic conditions on both individual loana and loaii catafodaa ia alao 
considered in quantifying amounts allocated to each loan category. Becauae the allocatloii la baiad 
on estimates and subjective judgment, it is not neceasarily indicative of the specific amoimla or loan 
categories in which charge-offs may ultimately occur. 

The allowance was not allocated prior to 1979. 
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DEPOSITS 



DaSiy awrage depoiKs for the siz montfai cndad June 90, 1900 and lor each of fhe five years 
ended December SI, 1979 were as foQows. 




$1,996 

CtetifioelM of dcpoiK over $199,809 .... 188 

Savtoft end other time depoidts 

Deposns In foreign offioee 119 

ToleldepoilU 99.189 

The distribution of certiflcatas of deposit over $100,000 at June 90, 1990 and December 91, 1979 
by time remaining until maturity was as follows. 



(bi 

Three months or test $988 $989 

Over three months to wbt months 09 189 

Over six months to twdve months 19 99 

Over one yeer . . . ,; 8 | 

Totel ^ 9419 



RETURN ON EQUITY AND ASSETS 

Tear ended Deeeeiber I 



Pereentece of net income to (1): 

Averece shereholders' equity , 

Averece totel essets 

Psraentece of dividends deelsred per 
oommon share to net income per 
f^^yiftig n sh ffr g 

Peroentsfe of everege shareholders' 
equity to awrsce total « 



1888 


1979 


1878 


1878 


itn 


lf78 


1978 


.«.» 


'*«* 


18.88% 
.80 


5J0% 
.17 


^?X 


7J7% 
.48 


•S" 


11.5 


_ 


28J> 


— 


nm 


1M.8 


tijt 


5ja 


8J2 


5.47 


5.10 


5.88 


8J8 


4m 



(1) Besed on ennnaliaed net iaoome. 

Net income for 1979 increased 163% over 1078. Tliis increase was related to an increase in net 
interest income, a decrease in the provision for possible credit losses and an extraordinary credit 
resulting from unreoognixed tax benefits related to certain loss provisions of 1978 and 1977. 

Significant increases in the ratios for 1978 are indicative of the improved earnings of $10.1 million 
for the year. The improvement in 1978 was primarily the result of increased net interest income and a 
significant reduction in the provisions for possible credit losses and for losses on other real estate. 

The decrease in the percentage of net income to average shareholders' equity and average total 
assets for 1977 is the result of the $7.8 million loss C&S experienced for the year. The decline from 
the $14.5 million net income earned in 1976 was largely attributable to charges against ea rn i n gs 
for estimated losses on real estate related assets. 
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DfTIRBT RAnS AND OfRBIST DOfXRINTXAL 
TlM tdbto bdvir dMnri. lor tiM rfs BOBte MM JiiM M. 1980 nd UVIt Md lor tiM 11^ 



cmlMr SI, 1979. tht didlj avinfi Moauat ootftaadlBi tor major eatifortat of I ntw i rt oi niln g mmIi andtap 



^^^> ^^^ Partes gr 



Lom twl teMM (S) fljn HMJ ltM% Htltt $1«J UJM HJU HMut an« 



""'^.SiSSriSS^&r m nM um m lu 



(S) m loj oa U9 tj lui in um um 

4t __1J TJi M __1J TJl M tJ TJI 

m UM iLM tm »A 9M __m 



mtU in ILT lS.4t 



nui^tt MUiAii n Tjiui 

Trading Mooant McurittM U __i ISM • J Ml | J tdf 

TMal tlJOS ISM ISJS SMW ULi lOlSl SMW SliJ UM 



tevliiCiaiidotlMrtliMdwortti . •$ M« »^ US t SSI SU SJS t IBS MS Ml 

C«tUk»tMofd90dtov«tlOOMO. 471 SL4 1SJ8 IM SIS UT m MJ ISJI 

IMtenl funds DurehaMd and 
McnriUec ■old under agrMnianti 
tommrehM* 77: 470 S04I ISJS 41S 



CamamtUl vaptt SS IJ 1S.7S SS LS ISM SI SA Mil 

ftboRowina I A ISJS S A UM T J ILSS 

S4 __J T.4S S7 ^J TJS U SjS T4S 

Tow 1J48 IflSJ ISJS LMl 7S.1 SJS USS 1SS.1 S.1S 

SHwI-Wutaff tandi <4) .... _I84 SIS IS4 

Totid ftnkb SSJOS 7.14 



•VdTllMit adJuftBMBt .... (SJ) (SJ) (SJ) 

tarak 1M«M— M«Ml SS4.7 ITU SldS.7 



tids (S) SJS% SJS% SJI% 

Totelftiikb(S) S.1S SJS SJT 

(1) Bla-nMMifli jidds/kwtM iiSTo boon onnnoltMd. 

(S) Avertfo loan balaneat takduda non-parftmilBf loanoL Loan faaa Indndad In intaraat i ■!■■!■■ win no* m a fM 
(S) Interest inoome on a taxable equhralant baria bas bean determined beeed oa tiia siiiimllnn thi 
interest income was 46% (48% prior to 1171) leas than its taxable equivalent 
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tilt hairing UafaOitles, and tiie svenge liitenft ntes «ani«d and paid thereon on a taxable equivalent basis 
(ai>4aoiith lesults have been annualised). Certain adiustments have been made to the average Kaiaw^Mig for 
impusas of calculating yields and rates; therefore, the yields and rates are not necessarily a function of the 
ttveniga balances shown and the faioome or expense. 

T<ar wmUi Pae— bar tl 




$Um tUTJ 9J5% $1310 $174.T 8J9% tl.m $iaBJ •.M% $1J04 $IHM 9.1%% 
Ml 18J 7.M H4 1S.5 SJt 181 IIJ 8.1T 7t 4.t eJ4 
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17J 


11.70 


100 


llJ 


11.16 
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11.8 


10.88 
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88 


11 


8.68 


0* 


18 


188 


88 


10 


118 


400 


00.1 


8.60 


401 


17.8 


7.74 


481 


S6J 
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408 


-SJ 


8J4 


m 


10J 


7J1 
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8.0 


168 


10 


1.0 


100 


10 


J 


107 


49 


4J 


8.00 


47 


18 


6.07 


10 


IJ 


OJl 


14 


IJO 


7JB 


4 


J 


7.06 


8 


.4 


7.70 


4 


-0 


101 


8 


.4 


108 


^00 


187.8 


0.44 


^ 


111.8 


8J6 


^ 


1018 


181 


,^1 


_»4J 


0J00 


$ 757 


48.7 


8.77 


$ 711 


40.7 


8.64 


$ 040 


817 


188 


877 


0OJ 


104 


801 


44.7 


7.88 


884 


SIJ 


8.71 


806 


80J 


106 


684 


44J 


7J7 


814 


00.8 


T.78 


400 


HI 


8JS 


171 


IIT 


8.08 


118 


110 


104 


18 


1.7 


7.71 


18 


ij 


140 


106 


6J 


181 


118 


17 


104 


14 


1.8 


7.68 


11 


.8 


148 


48 


18 


111 


87 


4J5 


7J0 


00 


IJ) 


7.86 


00 


IJ 


7.11 


18 


1.0 


110 


IS 


1.1 


100 


1^ 


184.7 


6.M 


1,741 


08.8 


8.68 


1,888 


90.1 


107 


1,681 


JSM 


140 


788 






718 






680 






660 






S000 


1010 

I118J 


4.78 

180% 
4.00 


£^ 


IISJ 


100 

101% 
4.70 


^n 


1114 
0107.0 


101 

114% 
100 


01141 


UIJ 

(111) 


441 

110% 
111 



(4) Non iBterMt-bMoiag funds are net demand depodta. other non interest-bearinf UablUtiaa, and shareholdenr eQuftf 

wbkh are funding ••"*<"g aaaati. 
(6) Spread on interest-bearing funds is the arithmetic difference between yields realised on total eeming assets and rates 

paid on interest-bearing funds. 
(6) Spread on total funds is net interest tocome (taicable equivalent) divided by total earning assets. 
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Tha loikmiag tibto Mli tetti lor the siz moBflM Mdid JaM ao^ UM and te 
D t emnb&r tl, 1979 and 1978 a nanmary of tfaa cfaanfM In intanrt aanwd and inttnat paid vantttag 
ftwn changM fa voiuma and changaa fa rateaon a taxabia aqutvaknt barfa. fataraat tneenaana 
taxable equivalant baais haa been determfaed baaed on the aaeomption tfiat taz-«sanipt tetawt 
facome was 46% (46% fa yean prior to 1979) leae than Ha taxable equivalent For purp oae a of tfaii 
table, changaa which axe not due aolely to vidume chanflM or aokly to rate '*«^fTr hare baa 
allocated equally to each. 




Lmum and iNMt $nM $ »J $ t.0 |21J |MJ $(tM) HM $lt.T $U 

favwtaMntMcuzltiM: 

^^wnmSSj^pSr ajM tM HM tA tA AA tM J 
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MJ 
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9.6 

IllJ 


y£ 


iu 



S££SC!?!SSi"^ («) mj am) 1* 

lYadlBf aoeouat McnritiM J J 4 J 

TMal 41J 197J (IISJ) JM 

SavinfiiS^SertiiMdeiKMlti . 1S.4 9J 4.4 13J 
Certincatai of dapoiit ov«r 

1100.000 ...V!v!7. 4J 7.4 (SJ) tJ 

9M«al ftinds DurehaMd and 

Mcuxttici sold undar 

afrecmcoti to rvurchsM .... 9J 94 SJ S.0 

CV m i mOTcl al paper (.1) .1 .7 

Other short-tann borrowinfi — A J (1.0) 

Long-tarm debt (.1) U) 

Total S7J S17 4J S4.4 

Nat intereat lacoma — taxable 
aquhralant 144 $1S5J $(1S0.7) 28.8 

Tutabla aquivalant adjuatment . . IJ 1.4 

Nat JBteraat incoma ~ actual ... I1S.8 gJ ^^^^ 

FOREIGN OPERATIONS 
The amount! related to foreign operations are not significant enou|^ to require diadoaure. 

COMMITMENTS AND LINES OF CREDIT 

In the normal course of busfaess, C&S makes contractual commitments to extend credit Such 
commitments generally carry fixed expiration dates and require payment of a fee. Alao lines of 
credit are extended under which customers may borrow up to a specified amount. These linss 
are normally available for short-term advances only. Information relative to commitments to 
lend additional funds to creditors whose loans are on a non-accrual basis or have been modified 
in troubled debt restructurings is included earlier in this section. Note 14 of Notes to Consolidated 
Financial Statements discusses the commitment to Southmark Propertiea. 
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HANAGBBIENT OF CAS NATIONAL BANK 



Hm toOowiiig table lets forfh the name of each of National Bank's 20 directora; the year in 
whidi he wee flxat elected a director; a description of his positions and offices with National Bank 
(other tiuan as a director), if any; a brief description of his principal occupation and business ex- 
perience during at least the last five years; directorship of companies with registered securities 
other Hum National Bank presently held by tiie director; certain other information including his 
age; the number of shares of National Bank's Common Stock benefldally owned by him on Septem- 
ber 15, 1960; and the percentage of the total shares of National Bank Common Stock outstanding on 
September 15, 1980 which such beneficial ownership represents. Each director holds office from the 
date of his election until the next annual meeting and thereafter until his successor has been elected 
and has qualified. For information concerning membership on committees of the Board of Directors, 
see "Information About Committees of the Board of Directors" below. 

ShaiMif 



TwrllMt 

EleetedaPigeetor 

A. Pratt Adams, Jr. 
1964 



Robert E. Argo 
1979 



W. T. Beebe 
1973 



Bennett A Brown 
1971 



Henry T. Collinsworth 
1975 



Mr. Adams is a partner in the law firm of Adams, 
Adams, Brennan & Gardner, a position he has held 
since 1941. Mr. Adams served as Chairman of the 
Board of National Bank from February 1978 to 
September 1979. He is 66. (3) 

Since 1962, Mr. Argo has been employed by 
Universal Insurers, Inc., a privately owned 
insurance company of which he is the president 
and a director. He is 56. 

Mr. Beebe is the Chairman of the Board of Directors 
of Delta Airlines, Inc., a position which he has held 
since 1971. He retired as Chief Executive Officer in 
January 1978. He also serves on the Boards of 
Directors of American Business Products, Inc. and 
Provident Life and Accident Insurance Co. Mr. 
Beebe is 65. 

Mr. Brown is Chairman of the Board and Chief 
Executive Officer of National Bank. From February 
1978 to September 1979 he was President and Chief 
Executive Officer. He has been associated with 
National Bank since 1955. Mr. Brown is also 
Chairman of tiie Board and Chief Executive Officer 
of Holding Company. He serves on the Boards of 
Directors of Georgia Power Company, Georgia 
Southern & Florida Railway Company and 
Graniteville Company. He is 5L 

Mr. Collinsworth is General Vioe Preiident-Thist 
and Administration of National Bank, a position 
which he has held since 1978 and he is also a 
General Vice President of Holding Company. He has 
been assodated with National Bank since 1952. 
He is 49. 




2,615 
.009% 



400 

.001% 



74,461 
.258% 



16,261 
.056% 
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Twrnm 



John D. Conner 
1970 

Sdwwd E. Elicm (4) 
1978 



L. L. GMlOTtladt, Jr. (4) 
1971 



R. Dan Handley, Jr. 
1975 



Harley Langdile, Jr. (4) 
1982 

J. Enkine Love, Jr. (4) 
1978 



John W. Mclntyre 
1979 



John S. Poelker 
1979 




John C. Portman 
1973 



Mr. Comer ii a partaer in Um law firm of Sail & 

Melton, Macon, GMrgia, where he haa praeCioad MH% 

law8fiioel949.Heia57. (3) 

Mr. Elaon is the Preaident of Atlanta News Agency, 87J911 

Inc., a puhlications diitribator, and Elaon'a, a newa .201% 

and gift retailing buafneaa. He has served as praaident 
of both privately owned companies since 1987. Mr. 
Elson also serves on the Board of Direeton of Medaeroo 
Incorporated. He is 46. 

Mr. Oellerstedt is the President of Beers 21,988 

Construction Company, a privately owned 478% 

construction contractor. He has held this position 

since 1980. He also serves on the Boerds of 

Directors of Atlanta Gas Light Company and 

Northwestern Mutual Life Mortgage and Realty 

Investors. Mr. GeUerstedt is 54. 

Mr. Handley is the First ^noe President of National 82,908 

Bank, a position he has held since 1975 and he is .184% 

also First Vice President of Holding Company. He has 
been aasodated with National Bank sinre 1948. He is 82. 

Since 1973, Mr. Tjingdsle has been Chairman of the 97^16 

Board of The Langdale Company, a prtvateLy .201% 

owned forest products business. He is 88. 

Since 1958, Mr. Love has been President of 12,988 

Printpack, Inc., Atlanta, Georgia, a privately owned .048% 

producer of flexible packaging material Mr. Love 

also serves on the Boards of Directors of National 

Data Corporation and Redf em Foods Corp. He is 52. 

Mr. Bfclntyre is President of National Bank, a 12,088 

position to which he was elected in September .042% 

1979 and he is also Vice Chairman of Holding 

Company. He has been associated with National 

Bank since 1951. Mr. Mclntyre is 50. 

Mr. Podker has been General Vice President and 700 

Chief Financial Officer of National Bank since .002% 

August 1978. He was elected President of Holding 

Company in September 1979. Prior to joining National 

Bank in 1978, he was an officer of Mercantile 

Bancorporation, Inc. and its subsidiary bank. 

Mercantile Trust Company in St Louis, MisKnirL 

Mr. Poelker is 38. 

Mr. Portman has been a principal of John Portman 2,000 

& Associates, architects and engineers, since 1958 .007% 

and has owned and operated Portman Properties, real 

estate developers, since 1971. Mr. Portman is 55. 



Digitized by VjOOQ IC 



261 



Twrnm 



S. B. Rymcr, Jr. 
1973 



William W. Spngue, Jr. 
1970 



Bhartiflf 




Howard S. Starks 
1971 

Ben J. Tarbutton, Jr. (4) (5) 
1970 



Hugh M. T^button, (4) (5) 
1973 



Robert P. Timmerman 
1972 



Since 1980, Mr. Rymer haa been Chief Executive 
Officer of Magic Chef, Inc., an appliance manufacturer. 
He lerved as President of the Company until September 
24, 1980 and he continues to serve as Chaizman of the 
Board. Mr. Rymer also serves on the Boards 
of Directors of Magic Chef, Inc.; Coca-Cola Bottling 
Company of Miami, Inc.; Munford, Inc.; and Provident 
Life and Accident Insurance Company. Mr. Rjnner is 88. 

Since 1972, Mr. Sprague has been the President and 9,411 

Chief Executive Officer of Savannah Foods & .083% 

Industries, Inc., a food products business. He is also a 
member of its Board of Directors, and he is a monber 
of the Board of Directors of U.S. Sugar Corporation. 
He is 83. 

Mr. Starks was an officer of National Bank from 98,104 

1944 to 1975. At the time of his retirement, he hdd tiie .333% 

position of Assistant President of National Bank. He is 81. 



Since 1982, Mr. Ben J. TUtmtton, Jr. has been 17QJ03O 

President of privately owned SandersvUle Railroad J90% 

Company, and ^^ce President of Warehouse and Realty 
Corp., a privately owned real estate company. He is 50. 

Since 1982, Mr. Hugh M. Tarbutton has been a Vice 189,189 

President of Sandersville Railroad Company, .587% 

and President of Warehouse and Realty Corp. Mr. 
Tarbutton also serves on the Board of Directors of 
Savannah Foods & Industries, Inc. He is 48. 

Since 1968, Mr. Timmerman has been President 11^484 

and Chief Executive Officer of Graniteville Company, .040% 

a textile business. Mr. Timmerman also serves on 
the Board of Dhrectors of Graniteville Company. 
He is 59. 



(1) Information relating to beneficial ownership of National Bank Common Stock ^ directors is 
based upon information furnished by each director using 'l)eneficial ownerdiip** concepts set 
forth in Rules promulgated by the Comptroller of the Currency and the Securities and Ex- 
change Commission under Section 13(d) of the Securities Exchange Act of 1934. Except as 
i ndicated in other notes to this table describing special relationsfaips witii other persons, in- 
cluding shared voting or investment power, directors possessed sole voting and investment 
power with reQ>ect to all shares set forth opposite their names. 

(2) Includes 409,174 shares of National Bank Common Stock owned by or for the benefit of im- 
mediate families, trusts or foundations related to directors who share voting and investment 
power but who may diadaim any beneficial ownership. Also includes 27,343 shares held in the 
C&S Profit Sharing Plan in accounts of certain directors who are officers of National Bank. 
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(8) During the yatr ended December 31, 1979, Adami, Adami, Brennan & Gerdnv r eei iv ed tarn 
of $1401776 for legal ■ervicei rendered to National Bank. SeU & UAtoa received teae of |HM2 
teawioea rendered to National Bank during the lame period. 

(4) The toOowing directon own more than a 10% intareat in the privately owned ( 
oppoaite thair namea, which rompaniea hold National Bank Common Stock (• 
bera of iharea and as peroentagea of total diaraa of National Bank Common Stodc < 
on September 15, 1960) aa indicated. Tlieae iharea are not inchided in the above tabulation i 



««- 


. _ 


BhaiM 


sg 


Mr. Elaoa 


Atlanta NewB Agancj, be. 


J06% 


Mr. Genentedt, Jr. 


Been Conatruction Compeny 


1A51 


.004% 


Mr. Tfuwgdrti^ 


The Langdale Company 
Langdale-WQUa Compaaj 


44.799 
4,500 

1.100 


J6i% 
.016% 

.^94% 


Mr. Love 


Printpack, Inc: 


1.000 


.006% 


Meaan. Ben and 

Hugh Tarbutton 


Sanderaville Railroad 
Company 


i4ojm 


J17% 


Mr. Hu^ Tarbutton 


Warehouae and Realty 
Corp. 


24.060 


.064% 


(5) Meaara. Ben J. Tarbutton, Jr. and Hugh M.T^button are 


brothera. 





Infaimation About Comndtteea ef tibe Boerd ef Dbeeten 

The Board of Directors presently has eight standing committees and aeveral special < 
Certain information regarding the functiona of the standing committees, their memberafalp and the 
number of meetings held during 1979 foUowa. 

Audit and Examining Committee, The Audit and Kxamining Committee ("Audit Committee**) 
annually recommends to the Board the firm to be engaged as independent auditora for National 
Bank for the next year, reviews the plan for audit engagement, reviews financial atatementa, reviews 
plans for internal auditing and approves the budget for internal auditing, generally revlewa the 
internal audit function and receives reports of internal auditora, reviews procedures related to 
legal compliance, reviews generally financial reporting procedurea, reviews reporta of ragulatory 
authorities, generally reviews and receives reports of National Bank's credit examination func- 
tion and periodically reports to the Board. The members of the Audit Committee axe Meaara. Sprague 
(Chairman), H. M. Tarbutton (Vice Chairman), Elson, Portman, Rymer and Starka. The Audit Com- 
mittee held 10 meetings in 1979. 

Comperuation Committee. The Compensation Committee re v ie wa propoeed Inereaaea in com- 
penaation to National Bank officers, directors and employeea whoee compenaatjnn a a c e eda $80,000, 
periodically reviews general policies and procedures relating to director, officer and en^loyee 
compensation and benefits and periodically reports to the Board. The Compenaation Committee 
also acts as administrator of National Bank's Nonqualified Stock Option and Stock Appreciation 
Rights Plan and Performance Unit Incentive Plan. The members of the Compenaation Committee 
are Messrs. Langdale (Chairman), Love, B. J. Tarbutton and Timmerman. The Compenaation Com- 
mittee held 12 meetings in 1979. 

Credit Committee. The Credit Committee reviews polides and procedurea relating to lending 
activities of National Bank and its loan portfolio, reviews examinationa and audits of National 



Digitized by VjOOQ IC 



268 



Bank's loan portfolio, reviews reports as to the staffing of National Bank's lending activities and 
training of personnel involved in such activities, reviews reports regarding current loans and 
compliance with present lending policies in National Bank, reviews reports regarding transactions 
with management and periodically reports to the Board. The members of the Credit Committee are 
MsTi. Comer (Chairman), B. J. Tarbutton (Vice Chairman), Adams, Argo, Gellerstedt, Love, 
Staries and Tlmmerman. The Credit Committee held 11 meetings in 1979. 

Executive Committee, llie Executive Committee, with certain exceptions, has general author- 
ity to exercise the powers and authority of the Board of Directors in the management of the business 
and af&drs of National Bank and its subsidiaries, including overall review of National Bank per- 
formance, review of reports prepared by others for Board consideration, general oversight of the 
composition of National Bank's loan and investment portfolios, coordination of activities of other 
Board committees, review and evaluation of the performance of National Bank's CSiief Executive 
Officer and review of reports regarding the activities of National Bank's subsidiaries. The members 
of the Executive Committee are Messrs. Gellerstedt (Chairman), Adams, Brown, Langdale, Sprague 
and Tlmmerman. The Executive Committee held 11 meetings in 1979. 

Nominating Ccmmittee. The Nominating Committee annually recommends to the Board the 
number of Directors for the next year and the names of persons to be recommended for nomination 
and election by National Bank's shareholders and, as necessary and within the limitations imposed 
by National Bank'ft By-Laws, recommends to the Board the names of persons to be elected to the 
Board betwe e n annual meetings. The members of the Nominating Committee are Messrs. Geller- 
stedt (Chairman), Adams, Portman and H. M. Tarbutton. The Nominating Committee held 3 meet- 
In0i in 1979. 

The Nominating Committee will consider recommendations by shareholders of candidates to 
be nominated for election to the Board of Directors of National Bank. Any recommendation to the 
Nominating Committee must be submitted in writing and addressed to the attention of the Secretary 
of the Board. The recommendation should include the name and address of the shareh(dder making 
the recommendation and the mmiber of shares owned, the candidate's name and address, a summary 
of the candidate's educational background and business or professional experience during the past 
ten 3rears, the name of any corporations of which the candidate is or has been a director and any 
other infbrmation the proposing shareholder considers relevant in evaluating the candidate's quali- 
fications. There should also be an indication of the candidate's willingness to serve if nominated 
and elected. 

Planning Committee. The Planning Committee reviews reports having to do with short and 
long range planning for the National Bank and its subsidiaries and makes periodic reports to the 
Board. T^ members of the Planning Committee are Messrs. Beebe (Chairman), Sprague and H. M. 
Tarbutton. The Planning Committee held 2 meetings in 1979. 

System Trust Committee. The System Trust Committee provides general supervision of 
National Bank's Trust Department and Investment Counselling Department, reviews actions of the 
committees of those Departments and periodically reports to the Board. The members of the System 
Trust Conamittee are Messrs. Tlmmerman (Chairman), Adams, Arf?o, Collinsworth, James N. lYazier 
(honorary director) and L a ng dale. T^ System Trust Committee held 6 meetings in 1979. 

Trust Examining Committee. The Trust Examining Committee reviews reports of audits and 
examinations of National Bank's Trust Department, receives reports from mana^ment having to 
do with Trust Department legal compliance, takes action designed to insure that the Trust Depart- 
ment operates consistently with sound fiduciary principles and makes periodic reports to the 
Board. The members of the Trust Examining Committee are Messrs. Comer (Chairman) , Elson and 
Starks. Tlie Trust Examining Committee held 7 meetings in 1979. 

For information regarding the Acquisition Committee and a Special Review Subcommittee of 
the Credit Conunittee of the Board of Directors, see "Securities and Exchange Commission Injunc- 
tive Action." 
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As of Stptmalbtr 15, 1960, bMtd on avaflaUo inforaatioB, aU dtneten and ofBem o< nattaatl 
Bank aa a froup (M pcnona) owned approximately 1,137,048 diaroa of National Bank < 
Stock, wfaSdi oonititutea SJtf % of the number of ihaxet oatatandinc at that data; tlia 1 
figure Jncludea, in nme Imtaiirw, ihaxet in whkh memben of a director's or otfoer^ f 
family have a beneficial interest by reason of shared voting or investment power and aa to wUch 
the director or officer may dlsdaim beneficial ownerriiip.'nie term *^ogleer*aa defined by appBcrtle 
regulations of the Comptroller of the Currency does not include vice prealdenta of Nattonal T 
who do not participate in major policymaking functions, but the definition does indisda aU i 
vice presidents, executive vice presidents and general vice prealdenta as weH aa certain 
positions rogudless of their policymaking functions. Unless otherwise speriflrally stated, the tna 
"officer* as used in this Proxy Statement means a person coming wtlfain ftm definition of that tsnn 
in the forego in g reg ul a t io n s 



BBMUNEKATION, BENBri ' fS AND dBTAIN TBANSACTICmS 

The table below sets forth certain infbrmation concerning remuneration to the five most hlgUy 
compensated officers or directors of National Bank whose total cash and caah-equivalant eompcn- 
sation exceeded 160,000 for services in all capacities to Natkmal Bank and its subskUariaa dining 
the year ended December 31, 1979 and to all 104 persons, aa a group, consisting of (i) d ir e ctors of 
National Bank, (ii) officers of National Bank, as defined in the preceding paragraph under "Manage- 
ment Stock Ownership** (at any time during 1979) and (iii) ten officers at subsidiaries of Natfonal 
Bank and Holding Ounpany, including the presidents of the eight subsidiary banks and prealdents 
of two Edge Act subsidiaries who may be deemed to be officers of National Bank for purposes of 
this section. 



MuMerBKhMml 
•rUhimbOTer 

Bennett A. 
Brown 



RDan 
Handley, Jr. 



JohnW. 
Mclntyre 



CtaadClMle 
whfc* Served 
Dttof ItTSd) 

Chief Executive Officer 
of National Bank; 
President to September 
20, 1979 v>d Chairman 
of the Board from that 
date; Chief Executive 
Officer of Holding 
Company; Director of 
National Bank and 
Holding Company. 

First Vice President of 
National Bank; Director 
of National Bank and 
Holding Company. 

President of National 
Bank since September 20, 
1979 and General Vice 
President prior to that 
date; Director of 
National Bank and 
Holding Company. 



f!& 



i(4> 



$ 176,139 $ 3,156 



$ 7,883 



124,716 



112,324 



3,254 



11,71 



4,627 



4,885 
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• •rmdhMml 



iadwup 



HsnryT. 
CoiUnsworth 



Adams, Jr. 



AUDireeton 
andOffioMn 



CapMUkslB 
whldiSenred 
DailaglWSd) 

General Vice President of 
National Bank; Director 
of National Bank and 
Holding Company. 

Caiairman of the Board 
of Directors of National 
Bank to September 20, 1979; 
Director of National Bank 
and Holding Company. 




(4) 



103,234 



103,559(5) 



Voted 

4,134 



3,521 



3,278 



4^2,524(7) 221,578 



173,547 11,775 



(104perMms)(6) 



(1) In addition to the principal positions shown in the table, the named persons hold several other 
positioos as officers or directors of subsidiaries. 

(2) Amounts shown include base salary, director's fees and amoxmts earned for services in 1979 
under the C8cS Cash Incentive Program, pursuant to which the Board of Directors authorized 
payments based on salary as a result of profits of National Bank. The C&S Cash Incentive 
Program has been terminated because of the introduction of new incentive programs. See 
Information on Benefit Plans and Policies" below. 

(3) The table reflects the approximate actual cost to National Bank and its subsidiaries of personal 
benefits except for (i) group life insurance for which the cost is estimated based upon Internal 
Revenue Service standards and (ii) Keogh Plans administered by National Bank for which the 
cost to National Bank is estimated to be nominal and therefore the table reflects the amount 
which would be charged to an imrelated person. For information regarding National Bank's 
personal benefit poUdes see "Information on Benefit Plans and Policies" below. 

The table does not include amounts relating to certain credit benefits provided to persons 
deemed to be officers by National Bank and its subsidiaries (approximately 1,000 persons) and, 
in most instances, to employees as described below under "Other Transactions with Certain Di- 
rectors and Officers — Credit Preference Policies for Officers and Employees.** 

(4) The C8eS Profit Sharing Plan is funded by contributions from participating employers and 
eligible employees (including officers). Each eligible employee contributes a fixed percentage 
of his salary, and each participating emoloyer contributes an amount determined by its board 
of directors based on profits and employee contributions. For 1979, National Bank and its sub- 
sidiaries contributed $185,322 for all 104 persons included in the table. A participants account 
which includes the employer's contribution is vested 10 percent a year after three years of service 
and is totally vested after 12 years of service. 

(5) Mr. Adams served as Chairman of the Board imtil September 20, 1979; however, his base salary 
was paid over the entire year. 

(6) Contributions for officers to the C&S Retirement Plan are not included in the table since they 
cannot be readily calculated. The aggregate contributions to the Plan for 1979 amounted to 6.0% 
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of tbm total muiMntSoii of Plan ptrtteipMito. The mnunontioQ oovorad by tho FUn i 

only of boat Mlarlot. Tor tii\nmt} iafomiatka mo Information on Booofit Plana and PoUdi^ 



(7) National Bank^ cunont po M c y rofardinf the companaatlon of d lr ac ttM c a ia to pagr all : 
ben of National Bank'a Board of Dinetofa $2,400 per year phia $100 par inoiitfa. 
who are not offioert of National Bank and who larve on eomndtteea of Natloiial 
Board are paid $100 per meeting attended, except for the rhainnen of eommitteea, who «e 
paid $3S0 per meeting attended. Officers and directon of National Bonk who larve on 
boarda of directon of certain gubaidiarlet of National Bank or Holding Company or advtaofy 
boerda of fix dty offioea of National Bank are compenaated leaer anioimta. except no com- 
penaa tio n ia paid to officen of Naticmal Bank who serve on board committees of i 



bfoiBMitlon on Benefit PbuM and PellclaB 

Profit Sharing Plon. The ClkS Profit Sharing Plan (Trofit Sharing Plan'O allows all « 
over 25 who have one year of service to participate. Tlie Profit Sharing Plan admtta employess 
with two yean of service regardleas of age. Eligible empl oye e s become partldpants antomatieaOy 
and must contribute to the Profit Sharing Plan 4% of their regular salary or wafsa (2% If lass 
than 5 yean service and under 35 yean of age). National Bank and other partidpatinf e m|i i uy i ii 
("employer members") contribute an amoimt determined by eech emplc^rer m e mb e r^ boerd ef 
directon based on profits, and, ia the case of National Bank and certain of its ■ibsMlartii, 
employee contributiona. In 1979 National Bank and its subsidiaries contribiited $L16 for eadi dollar 
the employees contributed. Natkmal Bank and certain of its subsidia^lea are requirad to con- 
tribute an amoimt which is not less than 25% of the employee contributiona required during the 
3rear. Upon retirement or death of the participant, benefits under the Plan become fully ve st ed and 
payable. In the event of resignation or dismlsMl of a participant, his vested amount, aa vahiad mder 
the Plan, includes the ciurent market value of his contributions plus 10% of the current mariDSt vafaiB 
of the portion of his account attributable to the employer's contribution for eech year of aervios 
beginning with the third year. Tht Plan assets of the various emplojrer memben are fommtngled and 
included 1,082,144 shares of National Bank Common Stock on September 15, 1960. A provlakm of tiie 
Plan allows a participant, at his election and under certain circumstances, to receive a portloa of his 
benefits in National Bank Common Stock. 

The Trustees of the Profit Sharing Plan an individuals who are residents of Georgia, and tiiey 
legally hold and manage all contributions made to the Plan. The Trust Department of National 
Bank serves as agent of the Trustees in carrying out their reaponalbilities. 

The Internal Revenue Service has issued a determination letter confirming the qualified status 
of the Profit Sharing Plan as amended through December 31, 1979. 

ReHrtment Plan, National Bank and certain of its subsidiaries have in effect The CftS Betiie- 
ment Plan, and other employer memben have substantially identical retiranent plana in eftsct 
(referred to herein aa Itetirement Plan") providing benefits upon retirement to eligible en^^ogress, 
including officers. The Retirement Plan is a qualified pension plan. Vesting takea plaee after 
10 yean of credited service or less far participanta retiring at the age of 65, the nonnal retii«nant 
age under the Plan from and after January 1, 1979. Eligible employees become participanta auto- 
matically and cannot make contributions to the Plan. Upon retiring at nonnal retlremsnt aga^ an 
eligible participant normally begins receiving a lifetime retirement benefit determined imder a 
formula which takes into considentlon earnings, yean of service and social security benefits. 
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Th* followteg ehart Ohistratcf the cstiniAted annual benefits upon retirement to National Bank 
employees, Inchiding offieert, for ipedfied yean of service and remuneration categories pursuant to 
the Retirement Flan. 
iAv< 




Y— wfCwdttsdSenrlee 

J» !• * il 

$njM $9,251 $12,3S4 $15,418 $18,501 

75,000 14378 19384 24,798 29,751 

100.000 20301 27384 84,188 41301 

26,120 84384 48348 82351 

81,751 42384 58318 68301, 

175300 87376 49,884 62398 74,751 

900300 48,001 57384 71,668 86,001 

Tlie chart does not include a temporary annuity which would be payable under the Retirement Flan 
to partic^Mnts wlio retire between the ages of 60 and 65, the amount of such annuity being sub- 
stantially equal to the amount of social security benefit which offsets a participant's retirement 
income under the retirement benefit formula. Tliis temporary annuity is available only to par- 
ticipating employees who were at least 55 years old at January 1, 1979. Fdr 1979 National Bank 
and its subsldiazles expensed approidmately $77,000 for this benefit 

The Trustees of the Retirement Plan are individuals who are residents of Georgia, and they 
legally hold and manage all contributions made to the Flan. The Trust Department of National 
Bank serves as agent for the Trustees in carrsing out thei^ responsibilities. 

The Internal Revenue Service has confirmed the qualified status of the Retirement Flan as 
amended through December 81, 1979. 

if onquoU/ied Stock Option and Stock Appreciation Rights Plan. National Bank's Non- 
qualified Stock Option and Stock Appredatioh Rights Plan. was adopted by National Bank** 
Board of Directors on January 28, 1980 and has been approved, as required, by the shareholders of 
National Bank and l^ the Comptroller of the Currency, llie Plan is intended to provide addi- 
tional incentive to key executives of National Bank and its subsidiaries, to aid National Bank 
in attracting and retaining outstanding key executives and to encourage and enable key executives 
to acquire a financial interest in National Bank by means of purchasing shares of National Bank 
Common Stock. The Plan is administered by the Compensation Committee of the Board of Di- 
rectors of National Bank. Members of the Compensation Committee may not be, and for a 
one-year period prior to their appointment may not have been, elif^ble to participate in the 
Plan. The Compensation Committee selects the key employees to whom stock options and 
stock appreciation ri^ts are to be granted and will determine the number of shares subject to each 
stock option or stock appreciation right and the other terms and conditions of each stock option 
and stock appreciation ri^t The Plan provides that the Compensation Committee may grant 
options and stock appreciation rights under the Plan with respect to a maximum of 500,000 shares 
of National Bank Common Stock (which reoresented aoproximately 1.7% of the shares of National 
Bank Common Stock outstanding on September 15, 1980, as adjusted to reflect the issuance of such 
additional shares). The Comp«isation Committee is authorized to grant stock options and stock 
appreciation rights under the Plan to National Bank's Chief Executive Officer, President and any 
other key senior management personnel of National Bank or any subsidiary of National Bank, who, 
in the opinion of the Compensation Committee, makes a substantial contribution to the ea min gi 
of National Bank or a subsidiary. 

Upon the grant of a stock option to a key employee under the Nonqualified Stock Option and 
Stock Appreciation Rights Plan, Ihe Compensation Committee will fix the number of shares of 

S8 
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National Bank Common Stock whkh tfaa employat may puichaaa on onrdM of tha optfoo. ] 
pa r tici p ant wlU ba digiUa to racaiva during aacfa fiacal yaar of National Bank an optton(8) to 
puichaaa up to tha number of iharat of National Bank Common Stock tha fair market vahia of wUdi 
on tha data(8) of grant of the option(8) is 00% of the participant's basic compensation (as difinad 
by the Flan). The option price under each stock option will be 100% of the fair maricat valua of tiia 
shares of National Bank Common Stock subject to the option on the data of grant of tlia optkm. 
Each stock option granted under the Plan may ba exercised within a period of tan yaait tram tiia 
date of grant of the option, but no option may be exercised within two years from tha data of grsnt 
An option may be exercised as to one-third of the shares of National Bank Common Stock sobjaet 
to the option after two years from the data of grant of the option, as to two-thirds of tha sharaa ^tar 
three years from the date of grant, and as to all of the shares after four years from tha data of grsnt 
Howsrvar, no stock option granted under tha Plan may be exerdaed unless and untH audi tima aa 
National Bank has met the objectives of having its *'criticized assets'' (as defined) laas tinn 
76% of stockholders' equity on a consolidated basU and *«clas8ified assets" (as defined) leas than 
60% of stockholders' equity on a consolidated basis. The Flan requirea that audi ol^aetivas mast 
be met after January 1, 1080 but their continuance is not a condition to ex a rd a e of optiooa. Sudl ob- 
jectives had been met as of March SI, 1080. Upon axerdaa of a stiDck option, tha option hoUar i 
make payment in fuU to National Bank of the option price for tiie sharaa of National Bank i 
Stodc purchaaed. 

The Compensation Committee alao is authorized by tha Flan to grant stock appradatkm ri^ta 
to holders of stock options under the Plan. A stock appreciation right granted under the Flan will 
entitle the grantee, in lieu of exercising a presentiy exercisable stock option granted under tha Flan, 
to surrender the option, in whole or in part, and to receive from National Bank an amount equal 
to the excess of (i) the fair market value of the shares of National Bank Common Stock eoverad by 
the surrendered option on the date of surrender over (ii) tiie option price of such sharaa, provldad 
that the amotmt to be paid to the grantee may not exceed 150% of tha option price of tha shares 
subject to the option. The granting of a stock appreciation right to an offiear may pasflatt fta 
officer to receive the economic appreciation of the stock option without having to pay tha ooat of 
exercising the option. The amount due to a grantee on exercise of a stock appreciation ri^t may 
be paid in cash or in shares of National Bank Common Stock, valued at their fair market vahia on 
the date of surrender of the option, or in a combination of cash and shares of National Bank 
Common Stock at the election of the grantee. The Committee has the right to disapprove the election 
by a grantee to receive a portion of the payment in cash. A stock appreciation right may be exerdaed 
only during the term of the related stock option and only at such times as tha rdatad stock option 
is exercisable. 

On April 28, 1980, May 20, 1080 and September 16, 1980, National Bank granted atodc optioni 
and stock appreciation ri^ts imder the Nonqualified Stock Option and Stock Appreciation Ri^ils 
Plan to a total of 40 officers of National Bank, entitling them to purdiase in the aggregate SSSW 
shares of National Bank Common Stock at a wd^ted average price per share of $5.7704. Grantaoa 
induded the following individuals, whoae options give them rights to purchssa the number of 
shares indicated, in each case at $5.6875 per share: Bennett A. Brown, 18,088 shares; Henry T. 
Collinswortii, 10,707 shares; R. Dan Handley, Jr., 11315 shares; and John W. Mdntyi% 11,004 
shares. The foregoing options are the only options that have been granted under the Flan, and 
none of such options have been exerdaed. 

Supplementary Petition Policy. Employer members have also had in effect a Supptomentazy 
Pension Policy to provide additiond retirement benefits between the ages of 60 and 65 for ] 
employed prior to January 1, 1976. The benefit provided under the Policy is equd to the ] 
of years' service (up to a maximum of 30 years) multiplied by 2% multiplied by final nilaiy 
less the benefit paid under the Retirement Plan. As a result of changes to the Retirement Plan wUch 
became effective as of January 1, 1979, this Policy has been discontinued for Nationd Bank em- 
ployees who have not retired, except for such persons who were 56 or over on January 1, 1979. Ix- 

54 



Digitized by VjOOQ IC 



269 



penae to National Bank and its subddiarieB under the Supplementary Peniion Policy for the year 

1979 was I06S/XX). 

Unit Plan. National Bank's Performance Unit Incentive Plan CUnit Plan'O was adopted 
by the Board of Directors of National Bank on January 23, 1980, to provide additional incentive 
and reward for key senior management employees of National Bank and its subsidiaries whose efforts 
oontribute to the profitability and growth of National Bank and its subsidiaries, llie Unit Plan if 
administered by the Compensation Committee of the Board of Directors, none of whose memben 
are or may be eligible to receive awards under the Unit Plan. 

The Compensation Committee is authorized under the Unit Plan to grant up to a maximum of 
800,000 performance imito (*'Unito"), each with a stated value of $5.00, to National Bank's Chief 
Executive Officer, President and other key senior management employees of National Bank or 
ita subsidiaries who, as determined by the Compensation Committee, make substantial contributioas 
to the earnings of National Bank or a subsidiary. Units will be awarded generally at the beginning 
of ofwrlapping fliree-year award periods (except for the first award period which is for the yean 

1980 and 1981), and the aggregate stated value of the Unite which may be granted to any key em- 
ployee for any award period may not exceed 30% of the employee's basic compensation (aa 
dellned by ttie Unit Flan). Unite may not be granted by ttie Compensation Committee after 
Janotty 1,1988. 

Unite granted under the Unit Plan will be deemed earned if and to the extent that National 
Bank and ite subsidiaries, during each year of the respective award periods, meet or exceed perform- 
anee objectives established for purposes of the Plan. The value of the Unite, to the extent deemed 
earned, will be paid to the key employees in cash after the end of each award period. The perfonnanoe 
objectives which will be established for purposes of the Unit Plan will be two-part: first, ttie Board 
of Directors will establish operating earnings objectives for National Bank and ite subsidiaries for 
eadi 3rear during each award period, and up to 50% of the value of the Unite will be deemed earned 
based on whether National Bank and ite subsidiaries meet such objectives for each year during the 
award period; and second, up to the remaining 50% of the value of the Unite will be deemed earned 
based on whether average return on assete and return on equity for National Bank and ite subsidiaiiet 
for each yetn in the award period meet or exceed the average return on assete and return on equity 
of a peer group of bank holding companies named by the Compensation Committee. Payment of the 
value of Unite deemed earned imder the Unit Plan is contingent on continued employment with 
National Bank or ite subsidiaries except in the case of death or normal retirement, in which events, 
subject to conditions provided in the Unit Plan, prorated awards will be paid. 

On July 15, 1980 and September 16, 1980 National Bank granted a total of 144,120 Unite under 
the Unit Plan to 38 officers of National Bank for the award period covering fiscal years 1980 and 
1981. Grantees included the following individuals in the numbers indicated: Bennett A. Brown, 
10,800; Henry T. Collinsworth, 6,090; R. Dan Handley, Jr., 6,720; and John W. Mclntyre, 8,800. 

CoMh Plan, The Board of Directors of National Bank, upon recommendation of the Compen- 
sation Committee of the Board, has also approved the Annual Cash Incentive Plan (the "Cash Plan'O 
to provide additional incentive fbr Senior Vice Presidente, Vice Presidents, Assistant Vice Preaidente 
and other personnel of National Bank and ite subsidiaries to work for the success of the C8bS Bank 
System. The first paymente under the Cash Plan will be made after the end of the current fiscal 
year ending December 31, 1980 and will be based on the performance during the current year of 
National Bank and ite subsidiaries. 

For purposes of the Cash Plan, at the beginning of each fiscal year the Board of Directors will 
establish operating earnings objectives for National Bank and ite subsidiaries. At the same time, the 
manager of each of the operating groups of the C&S Bank System will establish weighted per- 
formance goals for each of the operating divisions within the group. The performance goals for each 
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opcntiiic dMilflB wiU m bitdnn down by ■ppftqpriste ootnpompt fonctlOBf wltUii fts dtvUflB. n 

addltloo, tha hm± of each opcrmting division within oacli gnap wiU wt porfonnaneo foab for mA 

individual within the diviMon at tho AHiftut Vice Prwidnt tovil or tbovt di«KBi^ 

manafar to ba tiigibla to racaiva awards under the Cash Flan. These parfonnanea floab wiU be 

monitotad by the groiq^ manafar and the divisloo heeds on a quartsriy baslB and final ] 

ratings will be announced at the end of eech year. 



At the and of eech fiscal year, a cash bonus pool win be cstabUAad lor Senior THee 1 
l^ce PMsidents and Assistant Vica FMsidsnts baaed on (a) the astent to wfaidi National Bnk and its 
subsidiaries meat the operating aemings objectives establisfaed by the Board of Oiraetan and (b) tts 
aggragata base aalaries of all such officers eligible to recelva awards under the Cash FIbil A I 
pool equal to the sum of aO% of the bese salariea of all Senior Vice Fraaldsnts and 10% of tta 1 
salailea of alll^oa Ptasidents and Assistant Vice Prealdents wm be sat ailda if the CAS Bank f 
achievas at least 115% of the operating aemlngi objectives. A bonus pool equal to 5% of the 1 
salaries of all Senior IHea Presidents, Vice Presidents and Assistant Vice Frealdsnts wfll ba eat i 
if the C&S Bank System achievas 86% of the objeettvas, with no pool eotablishad if the CakS ] 
System achieves less than 86% of the objeetivas. Prorated amounts win be set aside for I 
between 86% and 115% of obJactivaB levels, llie amount in the bonus pool will tiian ba allncatsd 
anumg the C^kS Bank System's operating groups, and among eech division witliin eed& poqp^ baaed 
on the relative performance of the operating groups and of eech division within aadi group. Caih 
awards wHl be peid to an individual described above and covered by the Cadi Flan baaed on the sbb- 
tent to which the individual meets the performance goals established by the dIvisloB head for tts 
IndividuaL Fdr certain other personnel, including junior officers, cash awards baaed on a ] 
of base salary wHl be paid depending upon the extent to which the C&S Bank System ] 
ing eemlngs objectives for ttie year. 

Pmrwonal Benefitt. Certain additional benefits are made availabU by National Bank and Ita 
subsidiaries to officers, and in a number of Instances non-offloer personnel. (1) droop tsnn Uia 
insurance ia provided at the expanse of National Bank or its subsidiaries to paraona das m ad to ba 
officers by National Bank and its subsidiaries and to non-offloar employees after one year of IdIIp 
time or permanent part-time employment in accordance with a schedule whidi varies in acoordanaa 
with base salary; the amount of insurance ranges from $1,500 of coverage for a paiaon who earns 
less than $1,000 annual baae salary to a maximum of $200,000 of coverage for a penon with a base 
salary of mora tiian $100,000. (2) Under the policy witti regard to use of automobiles owned by 
National Bank and its subsidiarica, the Chairman of the Board of Directors, the Prasidant of Natloiial 
Bank, the President of Holding Company, members of National Bank's Management Committee, 
Executive IHee Presidents of branches in cities outside Atlanta and the Frealdsnts of the banking 
subsidiaries of Holding Company are provided with automobiles which may be uaed, within the Umlp 
tations of the policy, for the pezaonal use of such individuals; other employees of National Bank and 
its subsidiaries, faiduding officers, may be assigned automobiles as necesssry to the perfonnanea of 
their duties. The automobile policy provides for personal use by categories bdieved reesonable lor 
diffai a nt officers and accordingly allocates operating costs on the basis of the percentage of bwdna ss 
and personal use set forth hi the policy. (3) Upon approval of National Bank^ Chief SiacuUva 
Officer, social dub membership fees (generally in only one dub per individual) are paid for the pur- 
pose of devdoping the business of the C&S Bank System for certain Senior Vice Presidents and above 
and for other persons deemed to be officers by National Bank whoae poaitlons require estanslva cna- 
tomer entertainment National Bank and its subsidiaries compensate the officer for the ooat of fiia 
membership fee plus an amount which approximately offsets the income tax effect of such comp a ns a 
tion. Personal use charges paid by National Bank or its subsidiaries are relmburaed by the ofBflsr, 
and the dub dues are proportionatdy allocated on the basis of the percentage of business and paraoBd 
use. (4) National Bank's Trust Department provides administrative services in connection wlfii 
maintaining individual retirement plans (Keogh Plans) at no diarge for officers and directors who 
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desire to and are eligible to maintain such plans. During 1979, nine individuals maintained sudi plans. 

(5) National Bank and its subsidiaries pay direct moving expenses \mder certain drcumstanoes for 
newly-hired employees; and, for persons, including officers, who are hired at salary levels in aotm 
of $20,000, National Bank and its subsidiaries pay or reimburse certain costs in addition to direct 
moving eipensesy such at the expense of sellhig and purchasing a residence, pre-move house or 
apartment hunting trips, temporary lodging expenses and temporary storage of household goods. 

(6) Personal use of National Bank's airplane must be approved by National Bank's Chief Executive 
Officer and National Bank's out-of-pocket cost must be reimbursed by the person using the airplane 
for pecsonal use, unless the person is acconq»anying C&S Bank System personnel on a business trip 
and the person's travel does not interfere with the business use of the airplane. Reimbursement to 
National Bank on an out-of-pocket basis will usually be less than the amount that would be payable 
lor commercial air transportation. (7) Personal use of National Bank's boat must be approved hy 
the Executive Vice President of National Bank's office in Savannah, where the boat is kc^t, and Na- 
tional Bank's actual incremental cost resulting from the personal use must be reimbursed by the user. 

Other TtnoMMtlsns with Certain Directors and Officers 

Banking Tnmioctions toith Directors. The Los Angeles Bonaventure Company ("LABCO* « 
Umited partnership of which John C. Portman, a director of National Bank, is a general partner 
and owner of a minority interest, is indebted to a group of lenders, including National Bank, 
on a 20-year second mortgage loan which provides for interest at 10% per annum; National Bank's 
presently outstanding principal participation is $416,650. In 1978, $418>883 of National Bank's 
original $833,383 participation was paid (reducing the principal balance to the present $416,650 
figure) and LABC invested additional equity capital into the project that secures the loan. At 
the same time, the group of lenders, including National Bank, agreed to a modification of the 
original loan terms which included a provision for payment of interest only at 6% per annum 
from Uudi 15, 1978 through December 15, 1981 (the "Deferral Period"). National Bank expects 
the 4% interest differential (the difference between the original 10% rate and the 6% rate 
pajrable under the modified payment schedule for the Deferral Period) to be paid in full out of 
available cash flow from the property which secures the loan or by LABC at the maturity of ttie 
loan, and National Bank expects that the principal which would have been payable during tiie 
Deferral Period under the original loan terms will be paid by LABC at the maturity of the loan, 
all in accordance with the tenns of the loan modification. As of September 15, 1980, payments in ac> 
cordance with the modified payment schedule were current The largest aggregate principal 
balance outstanding on National Bank's participation during the three-year period January 1, 1977 — 
December 31, 1979 was $833,333, .418% of the equity capital accounts of National Bank as of June 1, 
1977. 

Atlanta News Agency, Inc., a Company of which Edward K Elson, a director of National Bank, 
is the president and major stockholder, Mr. Elson, and the estate of another individual are jointly 
obligated to National Bank under the terms of a real estate loan in the original principal amount 
of $3,400,000 with interest at 10% per annum. This loan was acquired by National Bank from 
Soutlunark Properties in January 1976 as part of a purchase of a number of assets described under 
'Helationsh^ with Soutlunark Pn^rties — Purchase of Assets." As of January 1, 1977, the outp 
standing principal amount of the loan was $3,382,748, which constituted 1.683% of the equity capital 
accounts of National Bank on that date. As of January 1, 1979, the outstanding principal amount of 
the loan was $3,337,156, which constituted 1.668% of the equity capital accounts of National Bank on 
that date. As of September 15, 1980 the amount outstanding on the loan was $3,293,223 principal, and 
interest was current For a period of time, the cash flow from the real estate that coUateraliaes 
the loan was not sufficient for a real estate loan of this size, but payments of principal and interest, 
in accordance with the terms of the loan were made out of the cadi flow from the real estate and 
from the resources of the joint obligors. Based upon a recent independent appraisal of the value of 
the real estate collateral, the current cash flow, and the credit of the joint obligors, the loan is 
deemed to be adequately secured. 
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Dirwton of Natioiial Bank and oartain buatneaa organtiatiwia and Individiiali awnilatiiil 
with tlMm hav« been cuatoman of and hava had banking tranaacttona, IncliHting loan tranaaettaoi. 
with National Bank in the ordinaxy couraa of buaineaa. Such tramactiona were made on aubatantlallj 
the aame tenna, incliiding intcrcat rataa and collateral, as those prevailing at the time for '""T^"*^ 
tranaaetions with other pefiooa and, ezoq>t aa otherwiae indicated above, did not and do not involve 
mora than normal riak of collectibility or present other unfavorable faaturea. At September 15, 1960^ 
the Indffhtertneai to Natlooal Bank pursuant to such tranaaetions approximated $20,970y000. Addi- 
tional tranaaetions with such persons and businesses are anticipated in the future. Alao certain 
officem and directors of National Bank, and certain buaineaa organizatlona and indivlduala as so ciated 
with them have made purchases of Holding Company commercial paper; all such purchaaes wcfe 
made on substantially the same terms, including interest rates, aa thoae prevailing at the time tor 
comparable tranaaetiona with persona unconnected with National Bank. 

Regulationa of the C<nnptroIler of the Currency which became effective as of Deeember SI, 
1979, provide for disclosure of certain information about the indebtedness to National 
and its subsidiariea of a National Bank director and his "aasodatea,** as defined in the ] 
if the indebtedness of any such director and his aasodates exceeds the lesser of 10% of the •qalty 
capital accounts of National Bank or $5,000,000. As applied to National Bank the leaaer amount is 
$5,000,000. This disclosure is required for each director to whom it is applicable even thoogli fte 
indebtedness aroae in the ordinary course of business and on the same terms, inchiding interaat 
rates, collateral and repayment terms, as those prevailing at the time for comparable tranaaetions 
with persons unconnected with National Bank. The regulations require disclosure of outstanding 
indebtedness, and, accordingly, unfunded commitments, lines of credit and letters of credit are not 
included. The information required for 1979 by the Comptroller's Regulations for ttds Proxy 
Statemttit with reapect to the indebtedneas of National Bank's directors and their aaaodataa is 
set out below. 

Indebtedness to National Bank from five businesses (other than LABC) witti wfakfa John C 
Portman, a director of National Bank, is associated or whoee National Bank indebtedneas has bean 
guaranteed by Mr. Portman, including largest aggregate principal balance outstanding during 19(19, 
in dollar amounts and as a percentage of total National Bank equity capital accounta et the tima^ 
waaaafbllows: $31,518 (.016%); $750,000 (J58%); $400,000 (.200%); $118,718 (.059%) ^ and $5,000,000 
(1257%). Principal balances outstanding to audi businesses as of September 15, 1900 were, reapee- 
ttvdy $-0- Goan now paid in full); $900,000; $15,805; $101,643; and $1,062,837. Mr. Fartmatt is 
personally indebted to National Bank on a loan which was made at National Bank'ft best interest 
rate for 90-day commercial loans in effect from time to time ('^rime'O plus 2%; ttie largeat prin- 
cipal balance outstanding during 1979 was $2,500,000, 1.113% of National Bank'a equity capital 
accoimts at the time, and the princ^ balance outatanding at September 15, 1980 waa $3,250,000. The 
aggregate principal balance outstanding to Mr. Portman and thoae witti whom he is aaaodated or 
whoee National Bank indebtedneas has been guaranteed by him, incUiding LABC, waa $5,740,086 at 
September 15, 1900. 

Magic Chef, Inc., a corporation of which S. B. Rjrmer, Jr., a director of National Bank, la the 
Chairman and Chief Executive Officer, has a $15,000,000 line of credit from National Bank; bor- 
rowings bear interest at prime. The largest prlndpal amount outstanding during 1979 under fbt 
line of credit was $15,000,000, 6.941% of National Bank's equity capital accounta at the time^ and 
the principal balance outstanding at September 15, 1980 was $2,902,882; at September 15, 1980, 
Magic C3ief , Inc. was also indebted to National Bank in the aggregate principal amount of $910,086 
under two separate financing leases entered into during 1980. During 1979 Mr. Rymer was per- 
sonally indebted to National Bank under three short-term notes, one in the original principal 
amount of $100,000 with interest at prime plus %%, the second in the original principal amount 
of $155,000 with interest at prime plus %%, and the third in the original principal amount of 
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$50,000 with interegt at 13%. The largest aggregate principal balance outitanding on ttie loans 
during 1979 was $305,000, .152% of National Bank's equity capital accounts at the time. The three 
short-term notes have been consolidated into a single promissory note with interest at prime in 
the principal amount of $305,000, which was the aggregate principal balance outstanding at Sep- 
tember 15, 1980. Hie aggregate principal balance outstanding to Mr. Rymer and his associates was 
$4,117,908 at September 15, 1980. 

Savannah Foods & Industries, Inc., a corporation of which William W. Sprague, Jr., a director 
of National Bank, is the President and Chief Executive Officer, has a $14,000,000 line of credit 
from National Bank; borrowings bear interest at prime. The largest principal amount outstanding 
during 1979 under the line of credit was $7,900,000, 3.775% of National Bank's equity capital accounts 
at the time, and the principal balance outstanding at September 15, 1980 was $1,500,000. A general 
partnership of which Mr. Sprague is a partner was indebted to National Bank on a loan in the 
original principal amount of $663,750; the largest principal balance outstanding during 1979 was 
$283,680, .142% of National Bank's equity capital accounts at the time, and at September 15, 1960 
had been paid in full Mr. Sprague has three personal loans from National Bank, all of which 
bear interest at prime; the largest aggregate principal balance outstanding on the loans during 
1979 was $443,137, .200% of National Bank's equity capital accounts at the time, and the aggregate 
principal balance outstanding at September 15, 1980 was $467,137. During 1980, a business with 
which Mr. Sprague is associated incurred indebtedness (which is guaranteed by Mr. Sprague to 
the extent of $245,575) to National Bank under a $600,000 line of credit and a $350,000 term loan; 
the aggregate principal balance outstanding under such credits at September 15, 1980 was $820,000. 
Also during 1980, Mr. Sprague guaranteed a $10,000 loan from National Bank to another individuaL 
The aggregate principal balance outstanding to Mr. Sprague and those with whom he is associated 
or whose National Bank indebtedness has been guaranteed by him was $2,797,137 at September 15, 
1960. 

Messrs. Ben J. Tarbutton, Jr. and Hugh M. Tarbutton are brothers, and they are both directors 
of National Bank. Mr. Ben J. Tarbutton, Jr. has two loans from National Bank, both of which bear 
interest at 10.25% per annum. The largest aggregate principal balance outstanding under such 
loans during 1979 was $3,690,000. 1.6654% of National Bank's equity capital accounts at the time, and 
the aggregate principal balance outstanding at September 15, 1980 was $3,031,340. Mr. Hugh M. 
Tarbutton has three credits from National Bank: a $1 million line of credit from National Bank 
under which any outstandings bear interest at prime, a loan in the original principal amount of 
$3,280,000 with interest at prime plus ^%, and a loan in the original principal amoimt of $410,000 
with interest at 10.25%. The largest aggregate principal balance outstanding under such loans during 
1979 was $4,140,000, 1.8430% of National Bank's equity capital accounts at the time, and the aggregate 
principal balance outstanding at September 15, 1980 was $3,825,479. The aggregate principal balance 
outstanding to Mr. Ben J. Tarbutton, Jr. and Mr. Hugh M. Tarbutton and their associates was 
$6356,819 at September 15. 1980. 

Credit Preference Policies for Officers and Employees. For many years National Bank and its 
subsidiaries have made available to officers and employees certain credit preferences. Management 
believes that these credit preference policies have contributed to efforts to retain C&S Bank Sjrstem 
personnel. National Bank, the eight banking subsidiaries of Holding Company and one other operat- 
ing subsidiary of National Bank had extensions of credit to officers (as defined in (ii) and (iii) im^ 
mediately preceding the remuneration table under "Remuneration, Benefits and Certain Trans- 
actions." and including, in certain instances officers who are also on National Bank's Board of 
Directors) or their associates (primarily spouses) in an aggregate balance (including interest 
payable on installment loans) of approximately $5,980,000 at December 31, 1979. Extensions of credit 
to substantially the same group of officers and their associatea aggregated approximately $3,695,000 
at December 31, 1977, and approximately $4,300,000 at December 31. 1978. Since March 10. 1979, 
federal banking statutes and regulations have imposed significant restrictions and controls 
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on Ions end aKtamioBf of enSa whkh Natlooal Bank and tti anbiidiarlai may make to fbOr 
directon and aenior poUcymakinf oftloan, profalbitinc aU praearantial loana, trnpoafng limftatlflBi 
on ttie amount of Ind^tedneai and requiring, for moat loana, prior approval of ttie board of dU a ctuia . 
Tlieae reatrlctiona do not afleet loans outitanding prior to Mardi 10, 1979, nor do tha iwtiietlani 
apply to offioert and cmp toyeat other ttian directon and aenior poUesrmakinc offlcara. lloat of Hat 
loans made in accordance with National Bank credit preference polidea ware not at subetantlany the 
same intereat rates aa loans to parties unrelated to National Bank or its aubaidiarlea Tbe loans were 
primarily of three types: 

(1) RegUttnUal mortgagt loont. During 1979, 6S officers had such loans, many of wfaidi 
originatad prior to 1979, and at December SI, 1979, the outstanding principal balance totaled 
i^proximately $3,525,000 with interest rates varying from 4%% to 7% per annum, which gn- 
eraUy ranged from 1% to 5% below the normal market rate at the time of origfaiation of eadi 



(3) Crtdtt card and "Ready Money* baUmcet. During 1979, 74 ofBoers had sudi bahmrwa 
on which interest was charged at 6% per annum which was 12% and 8.2%, l e sp eet ivd y, less 
than the rates available to persons unrelated to National Bank. 

(3) Other indebtedntn, primarUy eoiuumer inttaUment and stock purchote loons. During 
1979, 74 officers had such loans, and at December 31, 1979, the outstanding principal balance 
totaled approximately $2,235,000 with interest rates varsring from 4%% to 13% per annum, 
wliich rates were generally below the normal market rate at the time of each req>ective loan. 

Credit benefits similar to those described in this paragraph are available to all otfier empl o yees 
of National Bank and its subsidiaries, except residential mortgage loans which are available to 
persons deemed to be officers by National Bank or its subsidiaries (about 1000 persons) and empto ye e a 
with 10 years* employment with National Bank or its subsidiaries. National Bank haa neaiffy 
adopted a policy that phases out preferential rates on residential mortgage loans to officers and 
onployees. From August 4, 1980 through December 31, 1980, sudi loana will be available to quali^ 
fled officers and employees at 12% or the market rate, whichever is lower. From and after January 
1, 1961, residential mortgage loans at preferential rates will no longer be made available, allfaough 
doaing costs on such loans to officers and employees with ten years of service will be limited to 
m% of the loan amount 

Management of National Bank estimates that the total interest income differential on exten- 
sions of credit by National Bank and its subsidiaries during 1979 as described in the fotegofaig 
paragraph to officers (as defined in (ii) and (iii) immediately preceding ttie remuneration tdUe 
under Itemuneration, Benefits and Certain Transactions'^ and their aasodates did not eoBoeed 
$190,000. 

Miscellaneous. Richard L. Kattel was President and Chairman of the Board of National Bank 
untU his resignation on February 27, 1978. At the time of his resignation, Mr. Kattel waa provided 
(i) a severance allowance equal to his last jrear's aggregate remuneration (less directors' fees) and 
certain other benefits, which totalled $168,560, plus (ii) the bank automobile which he used as 
a bank officer. Also at the time of his resignation, Mr. Kattel was paid $44,038, the amount of 
his benefits (excluding the value of his own contributions) accumulated in the C8eS Profit Sharing 
Flan through February 27, 1978. 

RELATIONSHIFS WITH SOVTHMABK PBOPEBTIES 

Ridiard L. Kattel, President and Chairman of the Board of National Bank until hia resigna- 
tion on February 27, 1978, was Chairman of the Board of Trustees of Southmark Propertiee, a Mary- 
land real estate investment trust ("Southmark"), formerly Citizens and Southern Realty Investors, 
until his resignation from the Board of Trustees on the same date. W. T. Beebe, a director of 
National Bank, was also a trustee of Southmark until his resignation from the Board of Trustees on 
the same date. Richard W. Carpenter, a General Vice President of National Bank until March 31, 
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1979, ii Soutfamark's Preiident and Managing Trustee. Southmark's 1979 Annual Report indfcates 
tiiat the busineBs of Southmark consists of operating property owned by it, such as apartments 
and shopping centers, acquiring properties through foreclosure or transfers in lieu of foredosure 
and soling owned properties, primarily unimproved property; Southmark no longer engages in 
real estate lending. 

Anvlsofy Coiitiael 

Prior to January 2, 1980 National Bank provided services to Southmark pursuant to a basic 
advisory contract which was renewed and amended from time to time. The services previously 
rendered by National Bank to Southmark under the Advisory Contract included using its best 
efforts to present and recommend a continuing and suitable investment program, to administer 
the day-to-day operations of Southmark, to serve as an investment advisor and consultant in con- 
nection with policy decisions to be made by Southmark's Trustees, and to investigate, select and 
conduct its real estate operations. In addition National Bank provided property management 
services, inchiding arranging for sales and leases, and in general provided the services and advice 
necessary for Southmark to conduct business in accordance with its objectives from time to time. 
On March 31, 1979 most of National Bank's employees who had been assigned to Southmark 
became direct employees of Southmark, and National Bank has not been responsible for the 
actions of these employees since that date. The Advisory Contract provided for the payment to 
National Bank of incentive compensation, based on cash flow of Southmark, and for reimbursement 
of out of pocket expenses. From January 1976 to June 30, 1979, National Bank waived any right 
to incentive compensation and was reimbursed only for its costs in rendering the advisory services. 
During National Bank's fiscal years 1977, 1978 and 1979 Southmark paid to National Bank at 
reimbursement for expenses $2,785,000, $2,042,000 and $293,000, respectively. During 1979 Southmark 
reimbursed National Bank only for expenses during the period from January 1, 1979 through 
March 31, 1979 since National Bank did not incur any reimbursable expenses after that date. On 
January 2, 1960 the Advisory Contract was terminated between Southmark and National Bank by 
mutual agreement National Bank and Southmark are discussing the resolution of several opera- 
tional matters, including National Bank's claim for incentive compensation for the period July 1, 
1979 to January 2, 1980; National Bank's claim for reimbursement of certain real estate taxes paid 
by it; Southmark's claim for expenses in resolving title problems on a property and possible claims 
arising out of any judgments against Southmark. National Bank believes these matters will be 
resolved in the ordinary course and without any material adverse effect to the consolidated financial 
condition of National Bank. 

Upon termination of the advisory relationship, National Bank advised Southmark that National 
Bank's indemnity in favor of the trustees of Southmark under certain circumstances was ter min a t e d 
effective January 2, 1980. 

Credit Afveemeafts 

Tlie current indebtedness of Southmark to National Bank was created in connection with 
National Bank's payment on October 1, 1976 of drafts aggregating $15,000,000 drawn on letters of 
credit which were issued for the benefit of the holders of Southmark's 8%% Subordinated Notes 
which were due and payable on October 1, 1976. During the period October 1, 1976 through 
June 22, 1978 the debt of Southmark to National Bank was evidenced by a- Letter of Credit Debt 
Agreement and bore interest at the rate of 1% per annum, reduced from 130% of prime as provided 
by the previous senior credit agreements. The difference between the interest National Bank would 
have earned on its loan to Southmark under the previous senior credit agreements and the interest 
actually earned by National Bank amounted to $2,085,000 for the period January 1, 1976 through 
June 22, 1978. 
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On December 30, 1977, the banks that were pertiei to the Revolvtaig Credit Agreement and 
the XiuodoUar Credit Agreement and National Bank as a party to the Letter of Credit Debt 
Agreement entered into a Term Loan Agreement with Southmark dated as of December IS, 1977 
(the **rerm Loan Agreement"). This agreement, which became effective June 22, 1978, s u perseded 
in their entireties the previous senior credit agreements. The purpose of the Revolving Credit 
Agreement and the Eurodollar Credit Agreement was to provide f6r the orderly lending to 
and repayment by Southmark of funds advanced by the banks who were parties to tfaeae credit 
agreements. The indebtedness to the banks arose by reason of the banks lending money to Soutiimark 
to replace funds borrowed by Southmark in the money market which was no longer avaflaUe to 
Southmark. The Revolving Credit Agreement had primarily domestic banks as the lenders; the 
Eurodollar Credit Agreement had primarily foreign banks as lenders. The Letter of Credit Ddrt 
Agreement was between the National Bank and Southmark. National Bank became a party to flie 
Term Loan Agreement but none of the other banks who are parties to the Term Loan Agreement 
are subsidiaries of National Bank or Holding Company. 

The Term Loan Agreement provides for a loan maturing on September 30, 1079, with three auto- 
matic one-year extensions if amortization requirements during the initial term and each s ub seq uent 
renewal are met Southmark met the amortization requirement for the periods ended September 30, 
1070 and 1980 and accordingly the Term Loan Agreement has been extended to September 30^ 198L 
Any debt remaining outstanding on September SO, 1082 is scheduled to be paid in full on that date. 
Hie loan under the Term Loan Agreement earns interest at the rate of 1% per annum phis 'Addi- 
tional interest" payments. Under the Second Settlement Agreement described bdow. National 
Bank agreed to waive the 1% interest on $4,000,000 of its outstanding loan under the Tenn Loan 
Agreement and to surrender to Southmark any "additional interest" payments and any ri^ to 
receive an equity interest in Southmark to which National Bank otherwise would be entitled. 
Tlie Second Settlement Agreement also provided for National Bank's cancelling $4,000,000 of its 
loan to Southmark when National Bank has been paid all other amoxmts due it by Southmaxk. 
Payments to National Bank which were made pursuant to allocation formulae specified in the 
previous senior credit agreements and the Term Loan Agreement aggregated $3,104,000 in 1978 and 
$1,011,000 in 1979. 

Under the Term Loan Agreement the debt to the banks, including National Bank, is col- 
lateralized by mortgages, pledges, assignments and other appropriate security interests in sub- 
stantially all of Southmark's real and personal property and all the proceeds thereol 

As discussed more fully below, in connection with the Second Settlement Agreement between 
Southmark and National Bank in 1977, National Bank agreed to cancel $4,000,000 of the $15,000,000 
Southmark indebtedness to National Bank when National Bank had been repaid all amounts due 
to it by Southmark except for such $4,000,000. As of December 31, 1977, National Bank had reduced 
the recorded amount of its loan to Southmark by such $4,000,000, of which $14MN),000 was diarged 
to the allowance for possible credit losses and $2,080,000 was accoxmted for as part of the cost of 
the Second Settlement Agreement. The outstanding debt of Southmark to National Bank on 
September 15, 1980 was $5,740,000, excluding the $4,000,000 which National Bank has conditionally 
agreed to cancel. For National Bank's fiscal year ended December 31, 1979, National Bank earned 
$77,000 on its loan to Southmark, and for the fiscal period ended June 30, 1980, National Bank 
earned $33,348 on its loan to Southmark. 

Fui chase of Assets 

Southmark's Revolving Credit Agreement and Eurodollar Credit Agreement, aa ati^baaSfy 
executed in 1974, contained a commitment by National Bank to purchase from Southmark $30,000,000 
of earning mortgage loans and participations under certain circumstances. National Bank partially 
fulfilled its commitment in January 1976 and fulfilled the balance of the commitment on June 21, 
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1978. The loans puicfaaied punuant to this commitment remain earning loans and no losaas 
have been recorded on any of the loans acquired, except for approximately $247,000 of accrued 
interest and unamortized premium which was diarged off in 1978. 



Subsidiaries of National Bank have participated with Southmark in loans and real estate. At 
December 31, 1976, the total investment of Southmark and National Bank's subsidiaries in partici- 
pated loans and real estate was 1^,943,517, National Bank subsidiaries' participation being 
$14,083,743. Such participations were reduced from year to 3rear. At December 31, 1978, a subsidiary 
of National Bank had participations with Southmark totalling $151,000. On May 25, 1979, Southmark 
purdiased the National Bank subsidiaxy's participations, and there have been no sudi partle^pap 
tions since that date. National Bank does not anticipate entering into any further partic^tiom 
with Southmark. 

National Bank and Southmark have held mortgages on or other security interests in the 
same properties junior to the other's respective interest; the number of such relationships was 
reduced from year to year beginning in 1974; after May 25, 1979 there were no such relationships. 

National Bank made commitments to make loans to borrowers from time to time, the p roceeds 
of which would be used to repay loans of the borrower from Southmaric; and Southmark made 
commitments to make loans to borrowers the proceeds of which would be used to repay loans of 
the borrower from National Bank or its subsidiaries. All of such commitments were met or expired, 
so that, by December 31, 1977 neither National Bank nor Southmark had any such commitment to 
the other. For information as to National Bank's commitment to make a $15,000,000 loan to South- 
mark under the terms of the Second Settlement Agreement, see "Discussions and Settlements with 
Southmaric Regarding Administration of Certain Loans" below. 

National Bank does not own any shares of Southmark; however, as of September 30, 1960, 
16,899 shares of Southmark were held by National Bank's Trust Department in various fiduciary 
and agency capacities. 

National Bank's subsidiary. Citizens and Southern Financial Corporation ("C&S Financial'^* 
services a portion of the permanent loans to purchasers of properties (primarily condominium 
units), the construction of which was financed by Southmark. During the years ended December 
31, 1977, 1978 and 1979 C&S Financial received servicing ftes totaling $13,725, $23,281 and $11,500, 
respectively, from Southmark imder the servicing agreements. 

Southmark held a $10,700,000 portion of a $43,000,000 permanent loan on a hotel which is owned 
by an entity in which John C. Portman, Jr., a director of National Bank, has a significant ownership 
interest. A creditor bank of Southmark acquired Southmark's interest in such loan in connection 
with Southmark's asset swap program. For additional credit relationships of Mr. Portman with 
National Bank, see "Other Transactions with Certain Directors and Officers" in the preceding section. 

Discnssloiis and Settlements with Soatfamarfc Regarding Administration of Certain Loans 

As a result of National Bank's acting as advisor to Southmark under advisory contracts in effect 
from time to time, Southmark initiated an investigation of its affairs in January 1976 to deteimine 
whether National Bank had some financial responsibility to Southmark. The affairs which South- 
mark had investigated involved determining whether National Bank had properly performed as 
advisor imder the Advisory Contract and whether it had breadied the Advisory Contract South- 
mark, acting through its non-affiliated Tjrustees, contended, with respect to several loans, that 
National Bank had failed to disclose to or receive approval of a majority of Southmark's non- 
affiliated Trustees of National Banlc's interest in transactions consisting primarily of National 
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Bank lorn to Boiitlmiark b ocr o i u f i wUdi lorn w«rt rapald from i 
that in other iMluiew NatioiMl Bank had prior mmxitj intaiMti to 
mark mada a loan without dlackmrt of Natknal Bank'a intanot to flia noonifmiatad Trortaaa; 
that two offlean of Natknal Bank (no longar with Natknal Bank) had an undlarinaad int««it In 
a projaet on whkh Southmarfc mada a loan; that actkna by National Bank on oceaikD aa c aadad 
the leopa of authorltj dalafatad to Natknal Bank; that In othar iMtaneaa Natknal Bank nli- 
rapnaentad or fiilad to diadoaa material facta to the T^niataaa at Hia tima Hia loana wava approvad; 
and that in othar Jnatancaa National Bank wai groaaly na^lcant in Ilia admlniatratJon of oertain 
loana mada by Soutfmiark. National Bank did not agrea with Southmarfc'a poattkm but naflotiatad 
with Sootimiaric to raach aattlamanta whidi #ou]d raadlva the mattara raiaad. 

Prior to the lattlemant of Juna 14, 1979, National Bank and Southmark antarad into two in- 
terim aettlamant agraamcnta, one on ICareh 90, 1977 (the Tlrat Settlemant Acreamantr) and tiia 
■aeond on October 25, 1977 (the "Second Settlemant Agieamant^. In connection wifli tfw lint 
Settlement Agvaament, National Bank acquired four aawta from Southmark for a total coat of 
$12,718,000. The exceaa of coat over the fair market value of the aawta of $11,874,000, waa fl^lOiOOO. 
Of tfaia amount, $1,250,000 had been charged to 1978 eeminp, and the ramaining $89,000 waa 
diargad to eamingi in the fint quarter of 1977. The Second Settlement Agreement aetUed all but 
two of the then existing diiputes and Southmarfc releaaed National Bank from any dalna by 
Southmaric arising from the administration of appraximately 180 loana. In connection with Iha* 
settlement Southmark conveyed nine assets to National Bank, in conaldenition for wideh National 
Bank, on December 80, 1977, (1) ddivered to Southmark $8,000,000 face amount of Southmark na*aa 
f6r which National Bank had paid $5,240,000, (2) paid to Southmark $8,488,000 in cash, and (3) agreed 
to cancel $4,000,000 of the $15,000,000 Southmark indebtedness to Natknal Bank (of whidi $l,m,008 
had been previously charged off) when National Bank has been repaid all amounta due it by SonUft- 
marfc except for such $4,000,000. Tlie excess of the book vahie of the aaseta tranafened and indebted- 
ness cancelled ($13,788,000) over the fair market value of assets received ($9,770,000), waa charged to 
earnings, In connection with the Second Settlement Agreement, National Bank alao agreed to return 
any "additional interest" or equity participation in Southmark whidi may be payable to National 
Bank in the future under the terms of the Term Loan Agreement, and agreed to waive the 1% interest 
on the $4,000,000 to be cancelled. National Bank committed to make Southmarfc, at the final maturity 
of the Term Loan Agreement, $15,000,000 of non-recourse loena secured by earning loana at a 75% 
loan-to-value ratia The interest rate on such loans will be the leaser of 9%%, or the mariut rata 
for audi loana on the final maturity date of the Term Loan Agreement The fkill amount of the com- 
mitted loans would not be made unless other obligations of Southmark to National Bank are paU 
The loens would be funded during the period January 1, 1982, through Mardi 81, 1988. During 1978 
Southmark asserted other claims against National Bank with respect to different kens and alao 
requested National Bank to refund a portion of the management fees paid by Soutfmiark to it lor 
1974. On June 14, 1979, National Bank and Southmark entered into a General Settlement Agreement 
("General Settlement Agreement") in which National Bank and Southmarfc exchanged general 
releases, except that neither releaaed the other from any claims by third partiea or from cartain 
existing rdationshlps. 

In connection with the General Settlement Agreement Natknal Bank paid Soutim&ark $4400,000 
on December 31, 1979. In addition. National Bank and Southmaric agreed to diangaa to fbm 
$15,000,000 loan commitment established in connection with the Second Settlement Agreement Slnee 
several of the changes related to the possibility of Southmark's requiring Natknal Bank to fund 
the commitment during 1079, whidi did not occur, the terms of the commitment dsa crlb e d above 
remain substantially in effect except that the loan-to-value ratio cannot exceed 80%. In addition. 
National Bank toid Southmark selected the properties against whidi the loans would be made, agreed 
upon the loan values for each property, subject to reevaluation at the time of the funding of tfie 
commitment, and agreed upon the term of each loan, the average of whidi is approximately 84 
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In the fizit quarter of 1979 Nationil Bank provided an additional $1,100,000, by a cbarge to 
eamingi, to the existing $2,700,000 reierve for loflies rdating to Soutfamark. In connection with the 
Oenwal Settlement Agreonent Southmark assigned to National Bank the proceeds from cer- 
tain lawsuits with third parties, and in the third quarter National Bank received payments 
from these parties in the amount of $405,000 which were crediled to the reserve, increasing it to 
$4,280,000. During December 1979, National Bank received a payment of $158,000 from a loan 
guaranty assigned to National Bank by Southmark in 1977 in connection with the settlement 
of a particular disputed transaction. This amount was recorded as income when received. After 
the payment of the $4,100,000 to Southmark on December 31, 1979, the remaining reserve for loss at 
that date was $195,000, whidi was subsequently reversed. 



As a result of the various transactions and matters described above. National Bank sus- 
tained the following losaes (totalling approximately $19,989,000) during the period January 1, 
1976 through June 90, 1900: (i) a charge-<^ of a portion of National Bank's k>an of $15,000,000 to 
Southmark under the Letter of Credit Debt Agreement — $1^90,000; (U) the excess of the cost 
over the fair market value of the assete acquired as a result of the Settlement Agreement of Mardi 
90, 1977 — $1,839,000; (iii) the excess of the cost over the fair market value of the assete acquired 
as a result of tiie Second Settlement Agreonent— $4,019,000; (iv) the loss as a result of the General 
Settlement Agreement— $3,605,000; (v) recoveries, net of other k)sses— $8,000; and. (vi) the addi- 
tional amount of subsequent net losses with respect to assete acquired by National Bank from 
Soutfamaric in swaps and settlements, including loan losses, write-downs in value of real estate, 
and gains and losses on sales of real estete, but excluding provisions for loss, deferred gains on 
real estete sales, real estete holding coste and loss of interest income from loans — $9,117,000. 

BELATIONSHIFS WITH THE CORBBSPONDENT ASSOCIATE BANKS 

Currently a number of banks in Georgte have such close and multiple correqpondent relation- 
ships with National Bank that they are frequently called ^'correspondent associates" or '*cor- 
respondent associate banks." These relationships developed over the years beginning in 1958 as a 
competitive response by National Bank to restrictive Oeorgte bank holding company laws (which 
have now been substantially modified). Many aspeeto of these rdationships have been scrutinised 
under banking law, antitrust law and securities law by governmental investigation and regulation, 
as well as dvil litigation pursued by competitors and the Department of Justice. Much of the story 
has been publicly reported over the years; the iEollowing is a summary. 

Prior to 1919 OeorgU had no general legislation dealing with banks; charters were granted by 
the General Assembly. In 1919 a general banking law was enacted which created the office of 
Siq;>erintendent of Banks and gave that office power to regulate formation and operation of stete 
banks without any limitetion on expansion or branching. Following the panic of 1923 and the 
f^ure of a large chain of banks in Georgia, the General Assembly acted in 1927 to curtail future 
bank branching. By 1927 National Bank (then a stete bank) had ite principal office in Savannah 
and had five brandies in Augusta, Macon, Atlanta, Athena and Valdosta. 

With branching curtailed stetewide in 1927, National Bank converted to a national bank, 
formed a holding company and continued to expand, as did some of ite competitors, by making 
holding company acquisitions. Such expansion was vital to National Bank's ability to compete 
especially in the metropolitan Atlante market where Atlante domiciled competitors were allowed 
to branch by wpedai 1929 Georgte stetutes which were not available to Savannah domiciled National 
Bank until changes occurred in the law in 1960. 

In 1956 both the Congress and Georgte General Assembly acted to regulate bank holding 
companies. The Congress required prior regulatory approval of bank holding company acquisitions 
of more than one bank. The General Assembly prohibited abadutely future acquisitions of control 
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by a brak holding eompmj of mora than 15% of the votfag itodc of a bank (radneed to 5% In IMO). 
1^ 1906 National Bank'a holding company had acqulrad Diajority ownanUp in wvan atate bante 



In order to eontinue its efCorta to expand within the conitrainta of them new lawa, aa wiU aa 
to podtion itadf to eontinue its acquisition efforts at such time as those laws might be amen d wl 
to allow it, National Bank evolved its corrsspondent associate bank pr o gr am whidi involvca multiple 
relationsh^ voluntarily maintained as described below. 

Over the years 1956 to pr es en t some thirty-two banks have been part of llie c or gespopdaat 
associate bank program in varying degrees: eight were acquired by National Bank as a leaolt of 
countywide branching being allowed by 1970 Georgia statute; sixteen have been co rr es p o n dent 
associates for from ten to twenty-two years and remain so pr es en tly; one more recently co ns Mawd 
a correspondent associate lacks some of the relationship that others have; one veeently sleeted 
(1979) to be acquired by a competitive bank holding company system; six, while having a nuiBbsr 
of correspondent relationships to National Bank, have not had as strong ties as those deecrlbed sibove 
or have never considered themselves as c o rrespondent associates in the senaa deecrlbed In ftd» 
section. Of the sixteen correspondent associate banks whidi have had audi relatfcwslripa wllfa 
National Bank since before 1971, three were formed de novo with the sponsorship and aasistanoe of 
National Bank and have been correspondent associates since their inception. The rematwlng 
thirteen banks existed prior to heroming correspondent assodstea. Foarteen of the alxteen have 
elected to use the name of C6eS and its logo to identify with National Bank but also mafaitalB a 
separate identity by inclusion in their names the name of their dty or county. The uae of the CM 
name and logo is permitted by National Bank as long as the other bank remains a oorrespoodsBt 

National Bank and the correspondent associate banks operate with separate corporate struetme, 
boards of directors and management responsibilities; but, to the extent permitted by law. National 
Bank has provided to the correspondent associate banks extensive managerial aaststanoe. The 
relationships cover a broad range of factors which have varied among different cor r espondsnt 
associates. For the services described below, particularly data processing and normal banking 
services, management of National Bank estimates that the existing correspondent associates paid 
National Bank or one of its subsidiaries approximately $2,000,000 during 1978 and $2,200,000 during 
1979. The services and relationships presently include the following: 

(1) A number of correspondent banking services are made available by National Bank to 
correspondent associates. These services are also available to any correqKmdent bank on tfie 
same pricing terms. The services include management consulting, branch site selection and 
consultation, central purchasing, credit review, operations system analysis, numerous data 
processing and accounting systems and services, check clearing, training of personnel and 
other personnel programs. 

(2) On request National Bank assists correspondent associates in locating and training 
management personnel. In many instances personnel have been furnished who were formally 
employed by National Bank. The transfer of National Bank personnel is facilitated by similarity 
of employee benefit programs offered by National Bank and correspondent associa t ea. 

(3) Officers of National Bank attend meetings of the Boards of Directors of correqpoadeDt 
associates from time to time, but only upon invitation of the correspondent associate; No oCtlear 
of National Bank ia a director or advisory director of any correspondent associate. 

(4) National Bank develops various advertising and promotional programs and generally 
makes program information available to correspondent associates. The correspondent associates 
may purchase advertising materials and have any appropriate modification made to identify 
the name of the correspondent associate. 
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(9) National Bank owns lubordlnated capital debentures In correspondent associates 
aggregating $4^050,000 at rates ranging from 6% to prime plus 1% but are generally at prime. 
Certain of the debentures are convertible into stock of the issuing correspondent associate. 

(6) The correspondent associates are generally in a selling position with regard to federal 
funds and sell to National Bank at current market rates. Correspondent associates also main- 
tain reserves with National Bank or its subsidiary banks. 

(7) Pr es en t and former National Bank officers, directors and employees own stock of 
corre^xmdent associates. Present officers and directors of National Bank and their associates 
(generally family) own approximately the percentages of the correspondent associate banks 
listed as follows: The C&S Bank of Gwinnett, 29%; The C&S Bank of Hart County, 14%; The 
C&S Bank of H«iry County, 16%; and The C&S Bank of Milledgeville, 10%. Present officers 
and directors of National Bank and their associates do not own in excess of 10% of the stodc 
of any of the other correspondent associate banks. In addition. National Bank holds stodc 
of some correspondent associates in a fiduciary capacity and its Profit Sharing Plan owns 
some shares of such stock, but neither National Bank nor Holding Company owns any stock of ■ 
any correspondent associate, except for shares of two correspondent associates obtained by 
National Bank in satisfaction of indebtedness for which the stock was pledged as collateraL 

It Is a combination of the extensiveness of these services and relationships, voluntarily entered 
into and maintained, together with close business and customer relations as well as a mutual 
expectation that tiie relationships will endure and be formalized throu^ acquisitions when the 
eoommiic and legal considerations permit that have led to and continue the common identification 
of the correspondent associate banks with National Bank. 

Just as the services have varied among the correspondent associates and National Bank, 
development of a bank's relationship to National Bank as a correspondent associate has varied but 
reflects a similar pattern. National Bank had a reputation In Georgia for being a growing and 
Innovative financial institution. In addition, National Bank was a regional leader in providing 
correspondent banking services to smaller banks. Consequently, National Bank was a likely insti- 
tution for approach by individuals seeking assistance in either forming a new bank In a community 
or selling an existing bank, and in such instances the advice of National Bank was often sou^t, 
as were personnel and managerial services and those other services described above. National 
Bank also provided assistance to promoters in finding purchasers for stock of a new bank or to 
principal owners In selling stock of an existing bank. Holding Company typically purchased five 
percent of tiie stock (the maximum permitted under state law), and the price determined by 
sellers (or promoters) and management of National Bank was utilized in establishing the selling 
price of the stock made available to other purchasers. 

These practices relating to the inception of correspondent associate relationships were known 
in Creorgia banking and eventually led to regulatory inquiries of the program as described below. 

In tiie early years the shares of a new correspondent associate were normally acquired by a 
principal officer of National Bank who held them "as agent" until sold. This practice was dis- 
continued in 1968, and purchasers bought shares directly from the new bank or from principal 
stockholders who were selling an existing bank. 

Purdiasen of correspondent associate stock were frequentiy officers, employees and doae 
associates of National Bank. These people were familiar with the correQ>ondent associate concept; 
they had confidence in the positive effect of the correspondent associate bank receiving managerial 
assistance from National Bank; and they believed that the correspondent associates might later 
be acquired by National Bank when circumstances permitted. 

Making the correspondent associate stock available to officers and employees was supportive 
of general National Bank policy that encouraged officers and employees to acquire stock of National 
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Bank and ths cocnipoiidHit aMO clH M ai an inoentlva to manaca NaUooal Bank and ndviaa eor- 
iwpoodant awnclatai ao that tiiay would grow and iNNM|Mr. Finanriwg tha purehaia by oOiflan 
and amployaaa of audi alocki waa alao lupportlva of that inoentlva poUcy, and Uda pnetlea baeama 
part of the frinca banaflt program lor National Bank offlean and anqplograai» particnlaily tlioae 
Involvod wifli tfia o or iaa p oodant aaaodatc banka. Thia finanring of atoek piirfliaaaa waa at xslaa 
and tarma mova benofldal than avaOaUa to tha genaral pubUc Similar atoek purdiaaa «t»«»M4tig 
waa angagad in by aubaldiary banki and corraipon d ant aaaociattt banka. Tha pnetica waa wlddy 
known within Natkmal Baidi. tha aubaidiaiy banka and tha o o rraipoodant aaaodatia and waa 
tahn advantage of by numeroua paraonnal employod thereby. 

National Bank^ rdatkmahipa with the oerraipooden t aaaodato banka hava bean Oa aniblad 
of regulatory inquiry and dvn litigation as wdl aa legidative action. Some modlfb^t i n n a have 
been made to qpedfic rdationdiipa, but the ooneept haa aurvived and continiiea to function, A 
review of the principal eventa ia uaaftiL 

In the yeera IM and 1968 the ftaff of the Federal Reearve Bank of Atlanta and the IWderel Be- 
aarve Board made private inveatigatlonB of the corretpo n dent aaaodates p rogr am with, parttcnlar 
emphaaia on compManre with the Ttdtnl Bank Holding Company Act of 1906. The primary eon- 
atndnta imp oae d aa a reault of that inveatigatioo were to forbid prindpel oCfieera of National Bank 
from acting as agents or nominees of Hokling Company to hold and sell atoek of cor r es p o n dent 
aaaodataa joining the program; to forbid National Bank and snbaldiarlea from making loana to 
offleara of the correspo n dent associate banks to acquire stock of audi banka; and to obtain prior 
Faderal Baaarvs Board ^iproval for acquisition of audi shares by National Bank% Profit Sharing 



In 1970 Congraas amended the Federal Bank Holding Company Act aiAolantldly to J 
one bank holding companiea within ite regulatory scope, and (it was believed) to enlarge the 
scope of pwmisslhl^ nonhanking functions by holding company subaidiariea. Of move importance 
to this summary, it added a third definition of ''control'* and "aubaidlary" to be uaed in detennlna- 
tkma of applicability of the Act, to wit: a compeny may ''control'' a bank not only by oontrdl of 
25% or more of the stock, or by power to control election of a majority of directors, but alao aflsr 
1970, by the ezerdae of a controlling Influence over the management and pdUdea of a bank. FurUisr, 
a bank will be a "subsidiary" of a con^tany if (a) the company has the power to exerdse sudi 
influence and (b) the Federal Reaerve Board, after notiee and opportunity for heering, makes 
audi a determination. Although National Bank has responded to continuing requeate of the Fadasal 
Reserve Bank of Atlante for current information eonoeming the corresponden t aaaodate banka in 
the course of Ito supervisory responsibility to enforce provisions of the Fadafal Bank Holding 
Company Act, no such determination has been made. 

Since the Federal Bank Holding Company Act makea It unlawful for a company to canae a 
bank to become a aubaldiary (a prospective act) without prior approval of the Federal Reaerve 
Board, enlargement of the correspondent associate program has required special care to inmre 
that any new relationships do not in the aggregate indude the power to exerdae ihe oontrollfaig 
influence contemplated l^ the statute, and continuance of the p rogr a m has r e quir e d that reports 
identifying the corre^ondent relationshipabe made in annual filings with the app rop ri ate regulators. 

Also in 11II70 the Georgia branch banking laws were dianged to allow count3rwlde branching. 
National Bank moved promptly to acquire the right correspondent aaaodate banks affected: one in 
Chatham County (Savannah), one in Ridmiond County (Auguste) and sbt in FuUon/DeKalb Countiei 
(Atlante). The Chatham and Ridunond County acquisitions recdved prompt regulatory approval, 
were not opposed by the Department of Justice and were soon consummated. Several like acqui- 
dttons in the Atlanta market by competitor bank holding companiea enjoyed like favorable treat- 
ment. The first advisory letter from the Antitrust Dividon of the Department of Justice as to 
National Bank anplications regarding the six correspondent asmdatea in the Atlenta market was 
favorable as to likely effect on competition, but was later withdrawn. After a yeer'a I n vestlgalion 
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ths FDIC ap pro v d appUeatlong as to tlic five oomepondflnt aModatet that wcra fonned de novo 
Imt diaiVPfmrad as to tba one which had existed prior to the correipond^ 

Department of Justice instituted judicial proceedings in Federal District Court to enjoin the 
acqulsltinns diarging ylolmtions of both the Clayton Act (Section 7) and also tiie Sherman Act 
(Section 1). After full discovery and trial the District Court denied the complaint, and the United 
States Supreme Court affirmed in June of 1975, effectively validating the correspondent associate 
itfationdi^ under the Sherman Act and finiding no anticompetitive consequences under the 
Clayton Act at to all six of the acquisitions. 

As to the acquisitions of the six oomqpondent associates in the Atlanto area, the aoquisttions 
were negotiated and agreed upon in 1970 with National Bank agreeing to issue an aggregate of 
14^2,100 shares (adjusted for stodc split in 1973) having a market value at the time of qniroximately 
$14.4 minion. The six acquisitions were structured similarly and contemplated the transfer of sssets 
and liabilities to a subsidiary bank of Holding Company in exchange for National Bank Common 
StodL The agreements contained normal conditions for closing, including approval of appropriate 
hanking regulatory authorities, requisite stockholder approval of the banks being acquired, absence 
of court action preventing consummation and a favorable ruling from the Internal Revenue Sorvice. 
After tiie five year delay resulting from litigation with the Department of Justice referred to 
above tiie parties believed that the exchange ratios should be renegotiated because the market 
price of National Bank Common Stock had fallen considerably during the period and the six 
c or r es p ondent associate banks had grown. All of the acquisition agreemento were amended to 
Increase tiie number of siiares of National Bank Common Stock to be issued for the six banks. The 
amended agreemento provided for an aggregate of 4,062,600 shares of National Bank Common Stock 
having a market value in 1975 of approximately $27.t million. 

As indicated above stock ownership of correspondent associate banks by persons related to 
National Bank was encouraged as a means of mainteining a dose relationship between Nattonal 
Bank and tiie corr e sp on dent associate banks. This was also true with regard to the six correspondent 
associates acquired in 1975. A number of directors, officers and employees of National Bank and 
ite subsidiaries owned stock of one or more of the six banks. The following teble provides informa- 
tion about National Bank directors and executive officers (or their wives) at the time of the 
acquisition who received National Bank Common Stock as a result of their ownwship of stock of 
one or more of the six correspondent associate banks acquired, namdy: The Citixens and Southern 
Bank of (Thamblee CX!hamblee'0> The Citizens and Southern Bank of North Fulton C^o. Fulton'O, 
The Citizens and Southern Park National Bank (Tark National**), The Citizens and Southern 
Bank of Sandy Springs CSandy Springs'*), The Citizens and Southern South DeKalb Bank ("So. 
DeKalb"), and The Citizens and Southern Bank of Tucker ("Tudcer'O. 
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In 1971 tiie Indtpndtiit Bankwt AModatioo of Georgia, lac. C1BA")> loiiii— itlnn: ] 
of Natiooal Bank oon^oClton, fUad an action in alala court a^idnat tha Soparialintait of ] 
diaxftng National Bank with violation of tha Gwrgia Bank Holdtaig Comiwnj Act wl^ 
ownorAip or control by a comi>any of mora than 9% of tha ilodc of a bank, unkaa n o qHliil ptkt 
to 1996 and wmking mandamua to requira tha Suparintandont to cura tha violation. Aflw ftdl dia- 
coveiy and trial tha court antarod Judgment czoMrating National Bank and the Siyar ln tandaat of 
Banka. Tha Georgia Supreme Court reveraed, finding that the aggregate of cnireniniiiiBirt iworiiti 
rdationdiipa did reeult in indirect control of moie than 9% of tlieir atock and violatad «w alrtiita 
The caae waa remanded to the trial court whidi eventually directed llie S u pe rinta adit to takt 
approfkriate action to remedy the violatkm. In ICay 1974 the Commiiikner of BenUng and flnanee 
(which office had replaced the Superintendent of Banki) enteied tha directed Ordv. 

In iummary, llie Order reaolted fai dtveititure of itodc of the coneqpondant aewciatai hild 
by HokUng Company and certain offlcen and diracton of National Bank or Holding Oanpany to 
tha extent they had purduuMd the itock of the corre^ondent aaaodate within aix monlka of Urn 
date of Holding Compen/a purdiaie of its 9 percent intereat in flie lame eorvMpondnt aworiiti. 
The Order alao required termination of tiia practice of a permn^ aarving aa an ofBear or diraelor 
of National Bank or Holding Company and of a oorre^pondaDt aaodate at the wme tima; taradna- 
tlon of any lupervialon by National Bank or Holding Company of a corraipondent aaaodate bqrond 
that available to any other bank wishing to enter into a normal correipondoDt raiationrfiip and 
that ludi aervloes be available to any other bank on an equitable baria; aqd aUmiDatloii of indis- 
criminate uae of the "CacS" name by conMpondent aaaodate banks. The Order alao r e quir e d that 
certain preferential stock purdiaaa loens by National Bank or Holding Co mpany be tennlnatsd or 
made ''bankable". The Commissioner of T^**iH«g ^nA Finance dt fl f w^ "bankable" to nMMsa noam 
which mature in not more than five years, or, if amortiaed by at least annual p a yui a u t i on ttM 
princ^al, in not more than thirty yeers, and whidi call for a rate of iatercat payaUa by Urn 
borrower which is not less than the rate of charge by Ihe bank to otlier bankera uutalda ttisir 
emplo3rment or charged uniformly to all of its own employees; collateral securing such * 
loans' shall have an appraiaed value equal to not less than 119% of tha amount of loan^. 



In 1979 the IBA sought to have the same trial court find the Commiarioner of Banking and 
Finance in contempt for fsilure to comply with the earlier direction to remedy the violatloii of Urn 
Georgia Bank Holding Company Act The trial court refuaed to hold the Cntnmis s in nar in eont a m pt , 
finding that the Commiasioner had endeavored in good faith to comply with the oourtV order. The 
trial court was affirmed by the Georgia Supreme Court in 1979, thus terminating the Utiffition. 

The Commissioner's Order has been the subject of compManne review by Ihe Commladonsi^ 
staff and special investigation by examiners of the Office of the ComptroUer of the Cunency. 
National Bank believes that it has complied with the Order with mhior technical ea es pti o na wtAA 
have been remedied promptly upon being di s covered. 

With the termination of the Justice Department litigation in 1979 and tiia IBA UtigBtlan in 
1976 and with the contemporaneous (1976) repeel of porttons of the Georgia Bank Holding CoBh 
pany Act which forbade acquisition of more than 9% of the stock of a bank by a company, and 
the enactment of a substantially new state bank holding oon^any law whidi la easentlany iBb/t 
same as the federal law and allows bank holding con^Mny erection, ezpenslon, aoquiattlona and 
mergers so long as they have prior approval of the Commissioner of Banking and Finance, Natk»sl 
Bank became legally able to resume acquisition of correspondent associate banks. 



Tliose potential acquisitions were frustrated, however, by tlie severe adverse < 
sequences of the collapse of the regional real estate mariwt and consequent financial difficulty d 
National Bank resulting from difficulties encountered by borrowers. National Bank haa devoted 
its resources, monetary and human, to a recovery from those conditions. That reooveiy, by snd 
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large, hat bean aoccunpUBhad, and Natkmal Bank has turned its managerial attention bade to its 
acquisition and expansion programs. The internal corporate Reorganizatioo that is the primary 
subject of this proxy solicitation is a prelude thereto. 

The private investigation by the SEC instituted on December 8, 1977 and terminated by Consent 
Order on October 21, 1980 is described below under ''Securities and Exchange Commission Ii^uno- 
tive Action.** It is cross-referenced here since the correspondent associate relationships were investi- 
gated by staff of the SEC's fiiforcement Division in the course of that investigation and are 
treated in part in the Consent referred to. 

SBCUBITIB8 AND EXCHANGE COMMISSION INJUNCTIVE ACTION 

On December 8, 1977, the Securities and Exchange Commission (the "SEC**) issued a private 
Older of investigation (the "Order") of matters involving Southmark Properties ("Southmark"), 
lonneriy Citizens and Southern Realty Investors, and National Bank. As it related to National 
Bank, the Order directed a private investigation of National Bank's public disckMures about its re- 
lationshlps with Southmark including related party loan transactions involving Southmaric and 
National Bank and the adequacy of disclosure by National Bank to Southmark's Trustees in con- 
nection with loans recommended by National Bank. The Order also covered public disclosures by 
National Bank about National Bank's financial condition end results of operationa. 

On April 21, 1978, the SEC filed a civil hijunctive action in the United Stotes District Court 
for the District of Columbia against Southmark. As related to National Bank, the complaint alleged 
violations of the tedesnl securities laws resulting from Southmark's fsilure to disclose or inade- 
quate disclosure arising out of National Bank's failure to inform Southmark's non-affiliated Trustees 
of the fact that National Bank had a pre-existing interest in loans recommended to Southmark and 
that National Bank's previous advances would be repaid with proceeds of subsequent loans made 
by Southmark. Although the Declaration of Trust of Southmark required approval of such trans- 
actions by a majority of the non-affiliated Trustees, it was alleged that as to at least 14 investments 
National Bank did not disclose its pre-existing interest in a recommended loan nor did it obtain the 
necessary approval of the non-affiliated Trustees. The complaint also alleged that National Bank 
failed to disclose material facts in connection with other loans recommended to and approved by 
the Trustees and failed to properly administer certain loans in accordance with terms authorized 
by the Trustees of Southmark. Among other things, the complaint alleged that National Bank failed 
to consummate loans in accordance with terms authorized by the Trustees and made material mis- 
representations in seeking Trustees' approval of investments. The complaint alleged that South- 
mark failed to disdoae or made inadequate disclosure of these matters. Without admitting or denying 
the substantive allegations of the SEC complaint, Southmark consented to entry of an injunction 
against further violations of the antifraud, reporting and proxy provisions of the federal securities 
laws. Southmark also agreed to certain undertakings ordered by the Court involving adoption of 
procedures designed to limit future transactions between Southmark and any investment advisor 
and to insure fairness of all further transactions with National Bank. Specifically, Southmark agreed 
(a) to continue to maintain a Board of Trustees composed of a majority ai ^Independent trustees'* 
(as defined); (b) to monitor through persons deemed appropriate by Sout]unark*s Audit Committee 
any transactions in which Southmark and National Bank as investment advisor had an interest as 
well as to examine periodically National Bank*s performance as advisor; (c) to continue to use 
reasonable eff6rts to determine whether there were any additional transactions involving possible 
claims against National Bank; and (d) for so long as National Bank remained investment advisor 
not to make any new loans in which National Bank had an interest (with the exception of joint 
purchase money loans in connection with the sale of Southmark properties), not to issue any 
standby, gap or take-out conunitments on loans made by Nsitional Bank and not to engage in any 
other transaction in which National Bank had a diriect or indirect interest except pursuant to 
approval by a majority of the non-affiliated Trustees. As indicated above in the section entitled 
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"Rriittoniirtpt with Soutfamark PropertiM^ the advifory ftlattoMhip bctwMn Nstiooid 
Soullimaik was tanninated on January 2, IMO. 

On Oetoter 21. 1980. a dvil injunctiva action was filad by the SEC in the United States Distikt 
Court for the Northern District of Georgia against National Bank. The SECs complaint aU«gsd 
that public disclosures of National Bank contained untrue statements of material tact or fsUsd 
to disclose material facts necessary in order to make the statements made not misleading. The 
allegations are summarised as follows: 

1. RelotiofuMps wkth Corrttpondtnt Associate Bonki. It was alleged that National Bank 
undertook a program in the late 1960*8 whereby it organised or acquired indirect control over 
approximately 25 banks in Georgia partially in response to state law which prohiUtad hrandi 
banking, and there was an expectation that National Bank would acquire some or all of Umbi 
"correspondent associate banks'* when, and if, the Georgia banking law permitted. After dttaig 
a variety of rtfationships b etwe en National Bank and the correspo n dent a s s nrlete bink% fte 
complaint alleged that, in addition to five percent of the stock of eech oo r reipoindsnt a«oditi 
owned by Holding Company, additional amounts of these stocks were purchseed by Nalfciisl 
Bank directors, officers and persons friendly to National Bank and further ttiat eome of ttM 
purchases were financed by preferential loans made by National Bank, its s u bs i di a r ies and 
other correq>ondent associate banks totalling several millions of dollars. Theae loans, Urn 
complaint alleged, featured preferential interest rates and preferential amortisation srhrrhils^ 
and for some of the early loans dividends on the stock funded all or almost all of the dsbt 
service. In 1975 the complaint alleged that as a result of directions of the Comptroller of ftm 
Currency and Georgia Banking Commissioner National Bank modified some of the preferentlsl 
loans raising the interest rate to eight percent and putting the loans on specified amortizatioD 
schedules. These schedules which were approved by the Georgia Banking Commiaslonsr in 
some instances were as long as twenty to thirty years. Salary adjustments were made to oflMt 
the amoimt of additional interest expense resulting from the loan modifications 



The complaint alleged that in about 1970 National Bank agreed to acquire assets of sis 
correspondent associate banks in the Atlanta area for 626,050 shares of National Bank Comrnwi 
Stock having a market value of approximately $14.5 million. The complaint alleged that 
National Bank would have acquired additional assets equal to approximately four percent of 
its assets in exchange for approximately five percent of additional National Bank Cornmon Stock. 
Consummation of the acquisition was delayed for five years by litigation brought by tfie De- 
partment of Justice which National Bank won in June 1975. However, National Bank CommoB 
Stock prices had declined during the five years of the litigation and the purchase prices for the 
six banks were renegotiated. The complaint also alleged that the renegotiations wne conductsd 
by officers who owned stocks in the banks acquired or whose colleagues or superiors owned 
such stodc, and as a result of renegotiations National Bank issued approximately four millioB 
shares having a market value of approximately $26.5 million. The complaint alleged that thii 
was an exchange of approximately sixteen percent of National Bank's Common Stock for 
four percent in additional assets and that shareholders of the correspondent associate banks, 
including National Bank officers who owned such stock, received substantial profits from As 
acquisition. 

The complaint alleged that National Bank's annual reports and proxy statements during 
certain years in the 1970*8 contained inaccurate statements and have continued to fail to disdoie 
adequately (a) the practice of establishing and operating the correspondent associate banks, (b) 
the fact and degree of stock ownership of C&S officers and directors in the correspondent asso- 
ciate banks and the continuing business relationship between National Bank and the corre- 
spondent associate banks, (c) the role of National Bank officers who were shareholders in the 
correspondent associate banks in, and the profits resulting from, the acquisitions of the six 
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ooffTCipandent taiodate banks, and (d) the fact and tenns of the preferential loana uaad to 
finance the purefaaae of correspondent asaodate bank stock. 

2. Financial Reporting. The complaint alleged that in 1976 and 1977 National Bank failed 
to disdoie the facts and circumstances relating to the deterioriation in National Bank'a portfolio 
of loans receivable which deterioration was due in part to the condition of the real estate mar- 
kets. In National Bank's 1976 annual report to shareholders, issued March 9, 1977, National Bank 
reported net income of $14.5 million. National Bank's 1977 annual report to shareholders, issued 
March 23, 1978, reported a net loss of approximately $7.7 million. The complaint alleged that this 
loas was contributed to by facts and circumstances which were in existence and were or should 
hav« been known to National Bank in 1976, changes in accounting methods and a materialiaation 
of certain risks and uncertainties having an impact on National Bank's «n«nHai condition. The 
risks and uncertainties which were or should have been known to National Bank at least as 
«arly as year end 1976, it is alleged, were not adequately disclosed to the shareholders of Na- 
tional Bank or the investing public. The complaint alleged that National Bank (a) failed to 
provide an adequate reserve fOr losses which were or should have been anticipated, resulting in 
fiporting of earnings for 1976 which should have been significantly lower; (b) significantly 
understated the reserve for anticipated loan losses as of year end 1976; (c) failed to explain the 
xisasons for the $8 million decline in the year end 1976 reserve for loan losses; (d) failed to 
cUadose its use of the "stabilized market value" concept and its underlying assumption in the 
valuation of real estate collateral; and (e) failed to disclose its use of the "stabilized market 
vahie" concept and its underljring assumptions in the valuation of property obtained throu^ 



3. Relotfonsh^ with Southmark Properties. The complaint alleged that National Bank 
sponsored the organization of Southmark, had certain common officers until Mardi 1979, and 
managed Southmark until March 1979 pursuant to various advisory contracts. Similar to its 
complaint against Southmark described above, the SEC's complaint against National Bank 
alleged that National Bank failed to disclose to or obtain the required i^proval of non-affiliated 
Trustees on loans recommended to Southmark in which National Bank had a pre-existing 
Interest Also, it was alleged that National Bank fkiled to disclose certain facts in connection with 
loans and failed to properly administer certain loans under circumstances which allegedly give 
rise to potential dvil liabilities for National Bank to Southmark, and commencing late 1976 
Southmark began to assert claims against National Bank which were eventually settled for ap- 
proximately $19.0 million. The complaint alleged that prior to 1976 National Bank made no dis- 
dosure of the matters giving rise to claims or the potential liabilities of National Bank. The 
complaint further alleged that National Bank in 1976 and 1977 disdosed that daims had been 
asserted by Southmark but failed to disdose the potential liability arising therefrom. 

Without admitting or denying the substantive allegations of the SEC's complaint, National Bank 
consented to the entry of an injunction from violations of the Securities Exchange Act of 1984 by 
making untrue statements of material fact or omitting to state material facts necessary, in order 
to make the statements made, in light of the drcumstances under which they were made, not mis- 
leading in connection with the purchase or sale of securities of National Bank. National Bank also 
agreed in a Consent and Undertaking (the "Consent") to certain undertakings which are summarized 
below. These undertakings remain in effect for five years unless earlier terminated in the discretion 
of tile SBC. 

1. Establish an Acquisition Committee of the National Bank Board of Directors comprised 
of not less than three present outside directors (as defined) to adopt policies and prooeduret 
to be followed in the acquisition of any of the correspondent associate banks. The procedures will 
indude the requirements of audited ffnandal statements for the bank to be aoquixed, a "fairness" 
opinion from an investment banking firm that the proposed price is fair from a fin a nci al point of 
view to shareholders of National Bank, a legal opinion that required regulatory approvals have 
been obtained and disdosure by any National Bank Board member to the Board of Directors 
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of any flnuidal Intanft in tlic propond acquMtion loUowtd by ndi mmabm^B nflntadng 
from pwtidliMttiiig In nagotUtioDt or Board dalibaratioiia aiMi ahatalning from voting on tlia 
transaction. Tht Acquisition Committ— will retain a consultant satisfactory to the SBC to t^ 
provo llio invastmant banker selected for the fslmeas opinion, revleir and insure cwnpltance 
with prooeduros adopted for the acquisition process, review background work for any proposed 
acquisition of a correspondent associate and reconunend supplementation where fieemail aeess 
sary by the consultant, and advise the Acquisition Committee if the consultant conrindas 
that the acquisition policies and procedures are inadequate or are not being complied wtlh or 
an acqulsttlon is lacking in any significant business purpose or not in the beet inteveet of tts 
shareholders of National Bank. Any acquisition of a correspondent asaodate bank i 
by Natkmal Bank in which the consultant had so concluded would be rsportable i 
IS of the Securities Bjccfaangs Act of 1934. 

2. Establidi a Special Review Subcommittee of the Credit Committee of National : 
Board of Directors comprised of not less than three present outside directors (aa deflaod) to 
review and approve policies and procedures rdating to credit tranaaetioos be tw ee n Nafttanl 
Bank and its directors and officers of the rank of Senior Vice-Prealdent and abov* to tawne 
tikat such credit transactions are not contrary to the best i ntar e sta of National Bank and its 
Aa r e h old er s. The Special Review Subcommittee will retain tha ssrvicas of a penoa or flnn, 
satisfactory to the SEC, to perform specified functions and assist the Subcommittee { 
The policies and procedures of the Subcommittee will include (a) A ef ie w by tfie < 
of existing personnel policies rdating to credit transactions and making reoomnendalioBi^ tf 
deemed appropriate, initiaUy and on an annual basis; (b) a requirement that credit transartlnni 
covered by the Consent be reported to the consultant who will review them for purp oses of 
compHsnce with law as well as National Bank policy; (c) a requirement that credit traniMtleaB 
covered by the Consent involving more than in the aggregate PSfiOO (except residential mort- 
gage loans) will be made only after prior review by the consultant and the Suboomaittae far 
compliance with law and National Bank policy and a provision for r epor tin g imder SeetiflB U 
of the Securities Exchange Act of 1934 any credit transaction approved by the Subcommittse 
and consummated where the consultant concluded tiiat the transaction did not comply wifli 
applicable law or National Bank policy. 

8. The Chief Financial Officer will review, in connection with yeer end finanriat state- 
ments, disclosures by National Bank relating to material contingendea and unoartaiaties and 
the value and realixabillty of assets so that such disclosures are accurate in all material reapeda 
4. National Bank will disclose information about development of the rdationdilp betweso 
National Bank and the correspondent associate banks and a description of the material aspeeti 
of the acquisition of the six Atlanta area correspondent associate banks in 1975 identifying <B- 
rectors and executive officers of National Bank at the time who received National Bank Cornnwin 
Stock as a result of their holdings of stock of one of the six acquired benks and certain otter 
information as set forth in lielationships with Correspondent Associate Bank&" 
National Bank agxjeed to the settlement to avoid lengthy, com p le x , eqpenslv 
litigation. The Consent was entered ^idthout trial of any issue of fact or law and nothing In i 
the judgment or the Consent shall be considered or used by anyone as an admission by NaUoDd 
Bank of any issue, ftet or claim in the complaint. 

SUPEBVISION, REGULATION AND GOVERNBIENIAL FOUCT 
Bank Holding Company BegnlaHon 

National Bank and Holding Company are both registered benk holding oompenlea, aul^Jeet to 
supervision and regulation by the Board of Governors of the Federal Reserve System under As 
Federal Bank Holding Company Act of 1956, as amended. As benk holding companiea, ttey sre 
required to furnish the Board of Governors annual reports of their operations at the end of esdi 
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flical jMT, and to flirniah mch additional inlormatioo as the Board of Govemon may require 
puxauant to the Bank Holding Company Act The Board of Governors may also make ewamlnatimis 
of Natioiial B^nk (as a bank holding company), Holding Company and eadi of their subsidiariei. 

The Bank Holding Conquuiy Act requires every bank holding company to obtain the prior 
i^ipzoval of the Board of Governors (i) before it may acquire direct or indirect ownership or control 
of any voting shares of any bank if, after such acquisition, such bank holding company will diieeUy 
or indirectly own or eontrol more than five percent of the voting shares of sudi bank; (ii) before it 
or any of its subsidiaries, other than a bank, may acquire all or substantially all of the assets of a 
bank; or (iii) before it may merge or consolidate with any other bank holding company. This Act 
further requires that ronsiimmatlon of approved acquisitions or mergers be delayed for a period 
of not less than SO days following the date of such approval during which time complaining parties 
may obtain a review of the Board's order granting its approval by filing a petitkm in the ap- 
propriate United States Court of Appeals petitioning that the order be set aside. In no case, however, 
may tiie Board of Governors i^rove the acquisition by National Bank or Holding Company of any 
vothig shares of, or substantiaUy all the assets of, any bank located outdde Georgia unless sudi 
arqnisition is specifically authorized by the statutes of the state in which the bank to be acquired is 



The Bank Holding Company Act prohibits (with specific exceptions) National Bank (as a 
bank holding company) and Holding Cooq>any from engaging in nonbanking activities or from 
acquiring or retaixdng direct or indirect control of any company engaged in nonbanking activitiet. 
Tlie Board of Governors by regulation or order may make exceptions for activities determined to be 
so doeely related to banking or managing or controlling banks as to be a proper incident thereta In 
determintaig whether a particular activity is permissible, the Board of Governors is to consider whether 
the performance of such an activity can reasonably be expected to produce benefits to the public, 
sudi as greater convenience, increased competition or giins in efficiency, that outwei^ possible 
adverse effects, such as undue concentration of resources, decreased or unfair competition, conflicts 
of interest or unsound banking practices. For example, making, acquiring or servicing loans, leasing 
personal property, providing certain investment or financial advice, performing certain data process 
hig services, acting as agent or broker in selling credit life insurance and certain other tjrpes of 
insurance in connection with credit transactions and certain underwriting activities have all been 
determined by regulations of the Board of Governors to be permissible activities. The Bank Holding 
Company Act does not place territorial limitation on permissible bank-related activities of benk 
holdfaig companies. However, despite prior approval, the Board of Governors does have the power 
to order a holding company or its subsidiaries to terminate any activity, or terminate its ownerrii^ 
or control of any subsidiary, when it has reasonable cause to believe that continuation of sudi 
activity or sudi ownership or control constitutes a serious risk to the financial saf^, soundness or 
stability of any bank subsidiary of that holding company. 

National Bank and Holding Company are also subject to regulation as bank holding compantea 
by the State of Georgia. Georgia law requires an annual registration by all Georgia bank holding 
co mp a nies with the Department of Banking and Finance. Such registration includes information 
with nspeet to the financial condition, operations, management and intercompany relationships of 
the bank holding company and its subsidiaries and sudi related matters as the Department of 
Banking and Finance deems necessary or appropriate to carry out the purposes of Georgia law. 
Furthermore, the Department of Banking and Finance may from time to time require reporta 
under oath to keep itself informed as to whether the provisions of Georgia banking laws, regulations 
and orders issued thereunder by the Department have been complied with, and may make 
examinations of each bank holding company and subsidiary thereof. 

In addition, Georgia law provides that, without prior approval of the Commissioner of Hnt 
Department of Banking and Finance, it is unlawful (i) for any bank holding company to acquire 
direct or indirect ownership or control of more than five percent of the voting shares of any bank; 
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(ii) for any btok holding ooo^any or lubcidUzy tfaaroof, othir than a bank, to aoquira aU or aob- 
•tantially all of tba anets of a bank; or (iii) for any bank hokling company to marge or conaoHdata 
with any other bank >»«M«"g company. It ia also unlawful for any bank holding company to aoquise 
direct or indirect ownenhip or control of more than five percent of the voting ahavea of angr bank 
unleiB such bank haa been in exlrtence and continuoualy operated ai a bank for a period of fh% 
yean or more prior to the date of i^lication to the Commiaiioner for approval of wch aeqpilattlaii, 
except in initancea in whidi the bank is organised to facilitate the aoquisitioa of a bank meeting the 
five year requirement 



National Bank is a national banking aswcUtion, organised under tha laws of tiie United StailBS 
pursuant to the provisions of the National Bank Act As sudi, the primary supervisoiry regulatonr 
authority for National Bank is the Comptroller of the Cunancy of the United Statoa. Th« Oonp- 
troller regularly examines National Bank and its operatioos. In addition, operatkma of NatkMiai 
Bank are sul^)ect to state and federal statutes applicable to national banks and tha ragidatiOBa of 
the Board of Governors of the Federal Reserve System, of the Federal Deposit fnsuraime Ootpoia- 
tion and of the Comptroller of the Currency. Such statutes and regulations rdata to raqpitrad 
reserves, investments, loans, mergers and consolidations, issuance of aacuritiea, pasnnent of dtfi- 
dends» establishment of branches and other aspecta of ita operatioos. 

The National Bank Act in 12 U.S.C. $$ M and 60 contains restrictions on payment of dhridends 
which (i) limit the amount of dividends that may be declared by National Bank in any ealCBdar 
year without the approval of the Comptroller of the Currency to the total of National Bank^ net 
profita (as defined) for such year combined with ita retained net profita for the pre ce din g two 
years less any required transfers to surplus; (ii) prohibit withdrawal of aq;iital in the faaaak of a 
dividend; (iii) prohibit the payment of a dividend if losses equal or exceed undivided ptofHa then 
on hand; and (iv) prohibit the payment of a dividend in an amount greater than ita net pnfifci 
than on hand less losses and bad debts. At June 30, 1980 the amount available for payment of 
dividends under the first restriction described above, without approval of the ComptroOer of Oe 
Currency, was $51,983,000. The Comptroller of the Currency also has authority under tha Financial 
Institution Supervisory Act of 1966 to prohibit a national bank from engaging in what in hia opinkn 
constitutes an unsafe or unsound practice in conducting ita business, including tha payment of a 
dividend. The payment of dividends by National Bank is subject to additional requiremento ooop 
tained in an agreement with the Comptroller of the Currency. Thia agreement provides that no 
dividend will be declared or paid unless (i) in conformity with provisions of 12 U&C H S6 and 60 
of the National Bank Act (U) justified by sound banking policy, and (iii) with prior notice to tiw 
Regional Administrator of the Comptroller of the Currency. For further discussion relating to the 
letter agreement, see ''Agreement with Comptroller of the Currency** below. If the Merger if 
effected and Holding Company becomes the parent institution, dividends of National Bank to its 
parent will be subject to the restrictions set fbrth above although tiie amounta available under 
restrictions (i), (iii) and (iv) will be less for National Bank as a subsidiary compared to Natkmsl 
Bank currently. Under management's interpretation of these restrictions, the estimated amounts 
available f6r payment to Holding Company by the surviving National Bank on a pro forma basis 
as of June 30, 1980 were $35,889,000 for restriction (i), $23,254,000 for restiiction (iU) and |474»4,000 
for restriction (iv). Management believes that these restrictions will not adversely affect Holding 
Company's determination of an appropriate dividend policy. Both Holding Company and surviving 
National Bank's dividends will be based on a percentage of current operating income. In additicm 
to the foregoing restrictions, after the Merger, surviving National Bank will be subject to anotiier 
provision of 12 U.S.C. $ 60 (not currentiy applicable) which will require at least one tentii of 
surviving National Bank's net profita for the preceding half year in the case of quarterly dividends 
to be carried to the surplus fund of surviving National Bank until the surplus fund equals survlvfaig 
National Bank's common capital. See "Capitalization". 
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DeKalb, Emory and Fulton (as well as the other five bank aubaidiaries of Holding Company) 
are diartarad under the laws of the State of Georgia, are not members of the Federal Reserve System, 
and are sut^ect to regulation by the Federal Deposit Insurance Corporation since their deposits, 
as well as the deposits of National Bank, are insured by the FDIC to the extent provided by law. 
The major responsibility of the FDIC with respect to insured banks is to protect d^ositors as 
provided by law in the event a bank is closed without adequate provision having been made to 
pay claims of depositors. It also acts to prevent a continuance or development of unsafe or unsound 
banking practices. In addition, the FDIC is the primary federal banking supervisor and regulator 
for insured state banks which are not members of the Federal Reserve System (such as Emory, 
Fulton and DeKalb), and is authorized to examine such banks in order to determine the condition 
of sudi banks for insurance purposes. The FDIC is also authorized to approve conversions, mergers, 
conaol id a tlo na and assumption of deposit liability transactions between insured banks and non- 
inmired non-member banks or institutions, and to prevent capital or surplus diminution in such 
tnaaactions where the resulting, continuing or assumed bank is an insured bank which is not a 
member of the Federal Reserve System. 

Since the bank subsidiaries of Holding Company are chartered under the laws of the State 
of Georgia, they are also subject to supervision and examination by the Department of Banking 
and Finance of the State of Georgia and subject to regulation by the Department of all areas 
of their operations. Georgia law and the regulations of the Department restrict the payment of 
dividends by state chartered banks. Under explicable law and regulations, cash dividends may 
be paid only out of retained earnings, and dividends may not be declared or paid at any time 
that the bank's paid-in capital and appropriated retained earnings do not, in combination, equal 
at least 20 per cent of its capital stock. Without regard to the foregoing, dividends must be approved 
by the Department unless a state bank meets certain requirements as to total capital funds and 
volume of classified loans^ and a limitation of 50% of net profits of the bank after taxes for the 
previous calendar year. 

Holding Company and most of the bank and non-bank subsidiaries of National Bank and Hold- 
ing Company are "affiliates" of National Bank within the meaning of Section 23A of the Federal 
Reserve Act As such, National Bank is restricted in its ability to make loans to these afftHat4Hi, to 
invest in the stock or securities of these affiliates or to take securities of these affiliates as collateral 
for loans to any borrower. In addition, National Bank and the other subsidiary banks are prohibited 
from requiring, as a condition of extending credit, leasing or selling property or providing any 
service, that a customer engage in additional transactions (with limited exceptions) with the 
particular bank or any otiier entity within the C&S Bank System or that the customers refrain 
from engaging in transactions with a competitor, except as reasonably required to ensure the sound- 
ness of a credit 

Supervision, regulation and examination of National Bank and its banking subsidiaries by the 
bank regulatory agencies are intended primarily for the protection of depositors rather than for 
holders of National Bank Common Stock. 

The foregoing is a brief summary of certain statutes, rules and regulations affecting National 
Bank, Holding Company and their subsidiaries. Nimierous other statutes and regulations have an 
impact on the operations of these entities. 

Agreement with Comptroller of the Currency 

On December 19, 1978, National Bank and the Office of the Comptroller of the Currency ("OCC^ 
entered into an agreement covering a number of matters of regulatory concern to the (XJC which 
National Bank agreed to give special attention. Specifically National Bank imdertook pursuant to 
the agreement to do the foUowing: (1) continue to adopt and maintain policies and procedures rea- 
sonably designed to prevent and avoid violations of law, rules and regulations; (2) adopt written 
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pdUdM md pnmJBatm dwjgitd to tmure liuit flnanc ta il ■trtwniti lad npcrti — in < 

witli kwB uppltcabto thcntto; (9) contiiww lo Mopt and matntrtn wrlttHi policlM mkI ] 

ilCMd to inmrt that National Bank ngponda comptetaly and aeeurataly to National 1 

x«quart tottvt; (4) tain aetioo naoaoaiy to maintain an adagoata allowanoa for poMiblft cradlt 1 

and provida riporti to tha Rogional Adminiatrator of tha OCC; (5) approva annually plana to 

raduea tha lavial of critidnd Mwta; (6) account for *«otbar raal aatata ownad" in xaporta IIM with 

tha OCC In aocordanoa with appUcaUa law and hava cnnont appiaiaala on cartain co il al a ral tgr 

indapandant quaUflad appraiaart; (7) wpudfy cartain retponaihnitiai for ita diiaf f 

(8) atrangthan National Bank^ intamal audit cootrola and tntamal Audit Dapartmant and 4 

and raflna or craata a credit framinatimn function both of wliieh report dizactly to tlia Boavd «f 

Dtzactan* Audit and Rramining Committaa; (9) land additional monay to crttldaed bon'oawa anijr 

undar oartain cointitiana and niake raporti of any auch axtanakma of cradit; (10) adhava to < 

poUdai raganUng Soulhmaric Propartlaa aa kmg aa National Bank lemainad liiimalmai 

(11) dadare or pay dividcnda only in cooformity with tha National Bank Act, to 

juatlfled by aound hanking policy and after prior written notioa to the Regional Admifliilntor ^ 

managBmcnf a intention to recommend a dividend to the Board of Directora; (12) linrmally adopt a 

written code of conduct; (IS) adopt tptdOc programa to reduce National Bank'a raUaaee on dMrt> 

term monay market inatrumenta; and (14) adopt polidea to inaura wwnpHanfia wiHi cartain knn 

relating to factoring operationa, Truat Department activitiat and tiia Fair (Credit Bepoorting Act 

Management of National Bank beUevea that the agreement haa generally been oupportiva o< ilo 

plana, poUdea and efforta to improve operationa and adminiatration of National Bank. 

Other ApplicaUe Begalatery Pievlslam 

Hie Securities Exchange Act of 1934 impoaei regulatory and reporting r e quir epenla on 1 
securities activities conducted by banks, induding beneficial ownership of certain 
dealing in munidpal securities, and acting as a transfer agent Pursuant to tiioae i a quir amoBli 
National Bank has registered with the Securities and Exchange Commission aa a nninicipal aacnritiso 
dealer. As such, it is subject to the rules and regulations promulgated by ilM Munie^^ O a tuilU oi 
Rulemaking Board. National Bank has registered with the Commission aa a tranafar agent and moot 
comply with i^licable record keeping and reporting requirements The Act alao requirea raporttaf 
by certain institutions with respect to holdings of securities. In addition. National Bank CommflD 
Stock ia ragiatered under Section 12 of the Securities Exchange Act, but adminiatration of certain 
proviaioos of that Act ia ddegated to tiie Comptroller of the Currency including routina raportlBg 
and proxy solidtation, as well aa the books and records and internal accounting control provisioBB 
added to that Act in 1977 as part of the Fordgn Corrupt Practices Act 

Tlie business in which the C&S Bank System is engaged is particularly aubject to g o v em m snt 
regulation. For example, three recently enacted federal statutes have had varjring degraea of impeet 
on C&S and the way in which It does business. Hie statutes are the (Community Re tnv eatmant Act 
of 1977, the Finandal Institutions and Interest Rate Control Act of 1978 and the Depoaitory Jbt 
atttutiona Deregulation! and Monetary CUmtrol Act of 198a 

The Community Reinvestment Ac^ o^ 1977 and regulations adopted by the Comptrolter of Ihe 
Currency and the Federal Reserve Board require banks to define the geographic areas fliey aanre 
and the services provided in those geographic areas. The Comptroller and FJ>J.C. are i -e quir ed to 
consider compliance with these regulations and the services made available to geographic aiess 
served in ruling on applications by banks for branches and other depodt fadlitiea, relocatkm of 
banking offices and approval of mergers, consolidations, acquisitions of aaseta or aasomptloBS of 
liabilities. The Federal Reserve Board is required to consider compliance with theae regulatkms in 
ruling on applications under the Bank Holding Company Act for, among otiier tilings, the approfsl 
of acquisition of shares of a bank. 
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Hm nMnelAl lastttutknis Itogulatory and Interart Rate Control Act of im (TOLAr) plaeaa 
rwCileCiaot on orteniiont of credit l^r banki within the C&S Bank Syftm to iniiderB of tiie C&S 
Bank l^ritan and to inaidera of correspondent banki by banki of tiie C&S Bank System and upon 
estamionB of credit by such correspondent banla to inaldera of baidEi wtttiin the C&S Bank ^ratem. 
FDA also grants to Federal banking agencies enlarged power to issue ceaae and desist orders when 
a dapoi H Bc y Instltiition or a bank holding company or an officer or director thereof it engaged or 
^bont toengage in unsafe or unsound practices. The Federal Reserve Board may require a bank 
holding eonvaay to diseoathuie ita own aetivitlaa or aetivitlea of its bank^rdated subsidiaries or 
divest tiarif of such bank-rdated subsidiaries if such activities cause serious risk to a banking sub- 
slcSkiy and are inconsistent with the Bank Holding Company Act or the Financial Institutioaa 
Siq^arvlsofy Act of IMflL 

Ob March tl, 1960 the Dq^tory Institutions Persgulation and Monetary Control Act of 1980 
beeame law. This Act extensively modified federal legislation relating to depository institutions in 
anumber of reqiMCts. Among the significant changes to existing laws the Act changed tiie following: 
(1) amended the law relating to reporting to the Federal Reserve pricing of Federal Reeerve serviossi 
and maintenance of reaerves against dqpodt liabilities, which currently are imposed only on banks tiiat 
are mambars of the Federal Reserve System such as National Bank, by imposing uniform reaerve 
raquiiementa on specified deposits of all depository institutions, and providing for a decrease in the 
amount of audi reserves presently required to be maintained l^ National Bank; (2) provided for a 
phase out over a six year period of the limitationa currently imposed on the interest rate banks and 
savings and loan institutions may pay on deposit accounts; (3) made permanent the authorization lor 
banks to otfer automatic transfer accounts; (4) effective December 31, 1980 authorised banks, thrift 
institutions and other depository institutioni located in all states to permit individuala and non-profit 
organizations to make withdrawals from interest bearing accounts by means of negotiable in- 
struments for &e purpose of making payments to third parties (these dieck like deposit accounts 
being conunonly refe rred to as *VGW* accounts) ; (5) imposed a moratorium until October 1, 1981, 
against a bank holding company acquiring a trust company in a state other than that in whidi the 
bank holding company is located, unlete expressly permitted by the laws of the state ^N^ere the 
trust company is or is to be located; (6) provided for certain preemptions over state usury law 
lindtations and (7) expanded the powers of federal savings and loan associations to allow them 
to make certain types of loans including the power to make consumer and commercial loans subject 
to certain limits. 

It is impossible to state the fanpact on the C&S Bank System of the Depository Institutions 
Deregulation and Monetary Control Act of 1980 since many of its provisions must be in^lemented by 
future regulatory action. 

Bffeet ef Gevemmental PoHdea 

Bsmings and business of the C&S Bank System are and will be affected by the policies of 
various regulatory authorities of the United States, especially the Federal Reserve Board. Im- 
portant functions of the Federal Reserve Board, in addition to those enumerated above, are to 
regulate the supply of credit and to deal with general economic conditions within the United States. 
The Instrumenta of monetary policy employed by the Federal Reserve Board for these pur p ose s 
infltienre in various ways the overall levd of investments, loans, other extensions of credit and 
deposits, and the interest rates paid on liabilities and received on assets. 

For the pest several years, a major focus of the policy and actions of the Federal Reserve 
Board has been control of the continuing inflation in the domestic economy. As a result of these 
actions and expectations and increasing inflation, interest rates recently reached unprecedented 
levels. Nonetheless, domestic inflation has continued at high levels. Accordingly, President Carter 
announced a new anti-inflation program on March 14, 1980. As a part of that program, the Federal 
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I BoHd hM ttkflft fkirtliv it^w to iiitndB fioivtti In cradit iiid tiM iBOi^^ 
tiM adoption of a voluntny 8p«dal Cradtt RMtnim Ptogram flstiA^^ 

growth of bank loana within fha ranga of 6% -9%, tnrraaiing the margin laaarvi raqulsMMBt m 
managad UabiUtlaB of larga bania and impoalng. wkUr the Credit Control Act of 190A, a «odal 
l aaa rv i r a yd rMaa n t for all kndera for inereaaaa in outatandlng conanrngr eradtt, aiibaayiant to 
Mardi 14^ 1960, with certain csoaptlona related to mortgage loeiM for the riirfhwa of raatdaneM, 
hoBBe impr o v nent- loans, automobile loena and otiiar loena aacnred by pzcparty pnichaaad wifli 
the loan proeeeda. On llaj 22, 1900, the Federal Reserve Board announoed modffir a t ioni in Ihs 
Special Credit Beatraint Program, and on July S, 1900 amMWinred that the Program would bs 



The impact upon the future business and eemingi of the CkS Bank Systam of a o o n o mk 
poUdes and programs of the Federal Reserve Board and other regulatory autlioritieB daalgned to 
combat inflation and deal with other domestic and international economic condltioiia cannot bs 
accurately predieted. 

BiHa are pending before the United States Congress and before the leglalatureB of statas In 
which the C&S Bank System operates, and there are indicetkms that ottier hois may be Introdnesd 
in the future. Such bills, both introduced and contemplated, include wide ranging propooals for 
altering the structure, rsgulations and competitive relationships of the nation's ftnanrial Insttta- 
tlons. Among such bQls are propoeals to restructure the rse s iv e requirementa of natlooal banks, to 
prohibit banks and bank holding pompanies from conducting certain types of activitiea, to incrsass 
and eventually eliminate present limitations on the amount of interest that banks and other dq|wsK 
institutioiis can pay on savings accounts and consumer time deposits, to subject banks to increessd 
disclosure and reporting requirements, to eliminate the present restriction on interstate brandling 
by banks, to permit bank holding companies to own or control banks located in more tiian one static 
to alter the statutory separation of commercial and investment hatiWng and to further expand tte 
powers of thrift institutions and other competitors of banks. It cannot be predicted whether or In 
^diat form any of these proposals will be adopted or the extent to whidi the businees of the CIS 
Bank System may be affected thereby. 
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mOLDHHQ COUFANY AFIKB THE 



As a ntult of the Merger, the ootporate structure of the C&S Benk Syetem will indnde the 
foUowing piliiG^ entities and activities: 



SliAreholden 



CitlECJifl And 5outh«m 
GeorfJA Corporation 



SubBidJariPS 
Engaged in Bank- 
Belated Activities 



The Citif efi3 and 

Southtm N^tioitpl 

Bank 



SubaMJan 
State BAntu 



(» 



H> 



Cltizeng and Soutb^rn 
financial CorporaUon 



Tntemational Bankjjfie 
Entities 



Percratesv of 
Stock OwMrthipd) 



>— DubUn 918 

- Newnan 81.9' 

- Thomaiton 97.5 
Wttt Gflorgia 99J 



- Fiiunc* Compuiy 
■ Mortg^ff^ Company 
U, Equity Mort£a|e 
^ Uf c Iniurance 
*— Agency 
*— Serviclnff CiMnpany (1} 
^-Data Proceuiiig (2) 



(1) The CitiseDs and Southern Servicing Company, iR^iich formerly financed mobile homes, will 
be liquidated and dissolved as part of the Reorganixation and its ssseti (primarily a portfolio td 
loans) will be transfvred to surviving National Bank. 

(2) Citixens and Southern Data Processing Incorporated is an inactive subsidiary and maj be 
dissolved after the Blerger. Data processing operations are conducted el s e wh ere within the 
C&S Bank System. 

(S) Citizens and Southern Financial Corporation, an operating subsidiary of National Bank, Is 
engaged primarily in mortgage hanking operations in Georgia and in factoring operations. 

(4) National Bank's international banking entities (which are separate from its International De- 
pertment) include three Edge Act corporations. 

(5) The percentage ownership of Holding Company in its subsidiary state banks is likely to in c rea s e 
as a result of offers by Holding Company to purchase any and all of the shares of such banks 
currentiy held by other parties. These offers commenced October 1, 1960 and are open throu^ 
November. 14, 1900. 

The Merger is the central feature of an overall reorganization of the C&S Benk System. The 
Merger's principal impact will be to make Holding Company the parent entity and National Bank 
the leeding hanking subsidiary. National Bank after tile Merger will also inchide the three Affiliate 
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I to thtt CAS** tanking aptntimm In tta Atlantn urn wOl ta ca n d art rf taj qm cntttgr ntbv 
ttan four. OUmt ka dgnificuit orguiintional phingM art under eouldmttQn w ■uprtnil in 
lootaotw (1) tad (2) abovt, and ttara mty ta oOm ctanftt to tta tnt«nal ■tnietim In tta ftitan. 



DiTMCort. EMh dinetor of National Bank wfll ta atoetod to tta Board of Holdli« ( 
prior to tta Merger ao ttat tta taard mamtanhip of tta parent orfmiietko wffl ta tta i 
ttat which waa elected by itaretaldere to National Bank^ Boerd at tta 1960 anniial meetini. Tta 
wiU ta accotnpliahed punoent to tta By-Lawi of Holding Company fay tta Board of Dbeekn «f 
Holding Company amending tta By-Lawa to inoeeae tta Boerd to 90 mam b aBi and llilli^ Htm 
vacandea to achieve tiie foregoing reault Prior to tta ICergar tta aame ID dir e ctoia will alw bt 
elected to tta Boerd of Interim Bank, which win beeome tta anrvMng bank. Wot tafonnethB ^boet 
tta directora eee "Management of CiS National Bank " 

Offietn. Tta executive officera of Holding Compeny after tta Mergar are ( 
initially ta tta following: 



Bennett A. Brown Chairman of tta Board and 

Chief Bxeculive Offkwi 

Willard A. Alexander General Vioe Fteoktait 

Henry T. Colllnaworth General Vioe Fteaktait 

Archie H. Davia General Vioe Fteaktait 

A. D. Frazier. Jr. Senior Vice Fteoktait 

R. Dan Handley, Jr. Flnt "^noe Freaidant 

William L.Mathis General ^Hoe Freaidant 

John W. Mclntyra Vice Chairman 

FhiUip E. Patera General Vice Preaident 

John S. Poelker Preaident 

William J. VanLandingham Executive Vice Preaident and 

Aadstant to tta Chairman 

It la not contemplated ttat eompenaation of the executive offloera will dienge ae a reeolt of Iha 
Merger. Similarly, tta benefita plana d eecr ib ed under Itemuneration, Benefita and Certain T^nni- 
actiona" will genmlly ta applicable to Holding Company and lubaidiariea after tta Merger. 

Capital Plana 

Planning in connection with tta Reorganization emphasized financial and capital planning on 
an entity by entity baaia aa an ongoing prooesa. Thia analysis indicated tta dealrabflity of aeveral 
aapecta of capital reallocation within tta C&S Bank System to place tta leed bonk on a more 
competitive baais. To aocompliah this objective, approximately $40 million of aolaly Intanil 
capital reallocations will occur aa part of the Reorganization, including approximatdy $SS million to 
surviving National Bank from Heading Company as contributions to capital and |7 mflUon to anr- 
vtving National Bank aa a reault of exchange of 2 million dierea of aurviving National Bank to 
Holding Compeny for easeta and liabOitiea of C4S Servicing Company which wiU then ta dlanlved. 
In addition, management currently anticipates ttat Holding Company will borrow approodmaMy |V 
million of external funds which will ta contributed to National Bank. Management la aetl f diy eon^ 
sidering a number of altemativea for raising external funda. In view of tta unaettled long term debt 
markets of recent montta. Holding Company haa arranged "bridge financing" in a credttt arrange 
ment with four banka aggregating $35 million for a loan of up to eight sreers duration should It be 
desirable to draw on such credit on or before December 31, 1080 iK^ien it expiree. 
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DBSCaUPTION OF STOCK 

Th* daicriptiva information fliq>pUed herein conoeming Holding Con^any Stock outUnei 
eartdn proviaiooa of Holding Company's ArtidM of Incorporation and certain lUtutea legulatiDg 
tbe ti^ti of holders of Holding Company Stock. The information does not purport to be complete 
and ia subject in all respects to provisions of the Articles of Incorporation of Holding Company 
and the laws of Georgia. The Articles of Incorporation are included herein as Appeadix D. 

Common Stock. The Articles of Incorporation of Holding Company authoriae the issuance of 40 
miUion shares of $2.50 par value Common Stock. All shares of Holding Company CommCn Stodc are 
entitled to share equally in dividends from sources legally available therefor (unreserved and unre- 
ftridedeamingi retained for use in the business or unreserved and unrestricted net eamingi of the 
currsnt fiscal year, computed to the date of declaration of the dividend, or the next preoediog 
fiaeal year) when, as and if declared by the Board of Directors. All shares of Holding Company 
Cnmmnn Stock are entitled to share equally in the net assets available for distribution upon any 
Uquidatton or dissolution of Holding Company. Each holder of Holding Company Common Stodc 
is entitled to one vote per share. No holder of Holding Company Common Stock has any preemptive 
ri^t to subscribe to additional shares of Holding Company Common Stock that may be issued by 
Holding Company, and there are no redemption rights or rights of conversion in existence in 
retptet to Holding Company Common Stock. The shares of Holding Company Common Stodc 
do not have cumulative voting rights, meaning that the holders of more than 00% of the shares votfaig 
for the election of directors can elect 100% of the directors if they choose to do so; and. In such 
event, the remaining less than 50% of the shares voting for the election of directors will not be 
able to elect any person or persons to the Board of Directors. All outstanding shares of Holding 
Company Common Stock are fully paid and non-assessable. Rights of holders of common stock 
may be subject to rights of holders of preferred stodc outstanding at the time. 

Preferred Stock. The Articles of Incorporation of Holding Con^wny authorise the issuance of 10 
million shares of pre fe rred stock, without par value. No preferred stock has been issued, but the 
Board of Directors of Holding Company is authorised, without further action by the stockholders of 
Holding Company, to issue preferred stock. The Board of Directors believes that the availabiUty of 
preferred shans gives the Board greater flexibility in planning Holding Compuxy*B growth and the 
ability to act promptiy to take advantage of acquisition or other corporate opportunities that may 
ariae in the future. As of the date of this Proxy Statement Holding Company has not entered into 
any agreement or understanding that contemplates the issuance or sale of any diares of pr e fer red 
stock, and Holding Company does not have under consideration at this time any specific transaction 
that would involve the issuance of any shares of preferred stock. 

Under the Articles of Incorporation of Holding Company the Board of Directors is authorised 
to divide preferred stock into one or more series and to fix and determine the designation and 
relative rights and preferences of shares of any series so established, including but not limited to: (1) 
the designation of, and number of shares constituting, such series, (ii) the dividend rate on the 
shares of such series, whether dividends shall be cumulative and, if so, the conditions and the 
date or dates from which dividends accumulate, (ill) whether the shares shall be redeemable and. 
If so, the terms and conditions of redemption, including the time during which such shares may be 
redeemed and the redemption price, (Iv) the amount pa3rable on the diares in the event of dissolution 
or liquidation of Holding Company, (v) whether a purchase, retirement or sinking fund shall be 
provided for the shares and, if so, the terms and conditions thereof, (vl) whether the shares will be 
convertible into shares of stock of any other series or dass of Holding Company (including Common 
Stock) and, if so, the terms and conditions of such conversion or exchange, and (vli) whether the 
shares dull have voting rights and, if so, the extent of sudi voting ri^ts. 
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The dmaipOv informatioii nippltod bavin oonotrning Nattonal Buik Common Slodc < 
provWooa of Nattonal Bank's Artidai of Aamdatioo and certain lUtutm nguUting the zifhts «( 
holden of National Bank Common Stock. The informatkm doai not purport to be con^lett and li 
nibjeet in aU iwpecto to the proviaiooa of the Artidei of Aamdatko and the laws of the Unttid 
Statai. The Artidea of Aamdation are included herein as Appendix C 

The Articles of Association of National Bank authoriae tiie issuanoe of 40 mOlkm ahasea of 
$150 par value Common Stock. The holders of National Bank Common Stock partldpate eqnally, 
shaie for share, in any divkiends whkfa may be pakl when, as, and if dedared by the Boacd of 
Directors out of funds legally available therefor; the payment of divklonds by National Bsnk ii 
governed by the Natkmal Bank Act (12 U.S.C Sections 56 and 00). Under the agreement wllh the 
Comptroller of the Currency dated December 10, 1078, Natkmal Bank ia required, in •Mttkm t> 
complying with provisions of the Natkmal Bank Act, to pay divklonds as justified by sound bankfaig 
pdttey and to provide written notice to the Regkmal Administrator of National Banks prior to bwdp 
agamenfs recommending a dividend to the Boerd of Directors. In the event of liquidatkm, the faoUhn 
of National Bank Common Stock are entitled to receive prorata any assets distributable to riMse> 
holdars with respect to diares hdd by them. 

Pursuant to the Nattonal Bank Act, shareholders of Natkmal Bank have cumulative vetfng 
rights. This meens that, in an election of directors, a shareholder of National Bank has a rl^ to 
vote the number of shares of Natkmal Bank Common Stock held of record by such sharehfllder lor 
as many persons as there are directors to be elected, or altemativety, to cumulate hia votes and 
to give to only one or more of the candidates for director a total number of votes equal to (i) tte 
number of directors to be elected, multiplied by (ii) the number of shares of Natkmal Bank C^wmwn 
Stock hekl by such shareholders. In an election of directors, it may, therefore, be poeslble for tte 
holders of less than 50% of the issued and outstanding shares of Natkmal Bank Common Stodi to 
elect one or more of National Bank's directors, and it is, therefore, not alwajra possible for the holdsts 
of more than 50% of the issued and outstanding shares of Natkmal Bank Common Sto^ to eled 
each and every director of National Bank. On all matters other than the eleetkm of dlrectora, eadi 
shareholder of National Bank is entitled to one vote for each share of National Bank C^wmwn 
Stock hdd by sudi shareholder. 

Article V of the Artides of Assodatton of Natkmal Bank provides that in the evwt of any 
increase in National Bank Common Stock by the sale of additional shares thereof for cash, any 
shareholder shall be entitled to subscribe to sudi additional diares of National Bank Cdmmen 
Stock in proportion to the number of shares owned by such shareholder at the tfane the Iner sess 
is authorized by the shareholders or at such other time as may be specified. No shardioklar of 
National Bank, however, has the preemptive right to purchase diares of National Bank Common 
Stock which may be issued or sold (i) upon the exercise of a stock option under any stock optkn 
plan approved by the shareholders of National Bank, (ii) upon the ezerdse of any co nv e r s i fti 
privilege in any debt obligation of National Bank or upon the ezerdse of any stock purdiasa 
warrant issued in connection with any such debt obligation or (iii) for a consideration whldi in 
whole or in part is other than cash. 

There are no redemption rights or rights of conversion in existence with reqieet to Natlond 
Bank Common StodL 

The National Bank Act provides that the Comptroller of tiie Currency may, if he believes 
the capital of National Bank to be Impaired by losses or otherwise, cause the holders of Natkosl 
Bank Common Stock to be assessed prorata in an amount sufficient to cure the impeirment A 
holder of National Bank Common Stock is not personally liable to.pay any audi a ssessm ent but 
the law provkies thet if he refuses or neglects to pay the assessment, his stock will be sold to tte 
extent necessary to pay the assessment The CkmiptroUer of the Currency has indicated that Oe 
a ss e ssm ent power has not been used in recent times. 
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BnATIONgHIP WITH INDEPENDENT AVDIT0B8 

The Board of Dineton, upon the recommeiidatioii of the Audit and Examining Committee, 
appoiitted, and the shareholden ratified, Ernst & Whinney as independent auditors for Natioi^ 
lor tbe current fiscal year ending December 31, 1980. Ernst & Whinney served as independent 
auditors lor National Bank for the fiscal year ended December 31, 1979. 

During 1979, National Bank engaged Ernst & Whinney to provide certain non-audit services, 
the fees lor which amounted to approximately 6% of fees for audit services. Such services included 
as riit a nc s in preparation and review of income tax returns, and consultation and pi«»«<«fl assia- 
tmoe r^ted to corporate tax matters. Audit services and related fees include: the examination 
of ammal co n so l idated financial statements; limited review of unaudited quarterly financial in- 
Ibimalion; assistance with management's evaluation of internal accounting controls; and consulta- 
tion on ftBandal accounting and reporting matters. 

The Audit and Examining Committee of the Board of Directors wipproved all of the non-audit 
sendees provided by Ernst & Whinney during 1979 and believes they have no effect on audit 
i ndspendence. This approval occurred after the performance of the services, since the ComptroQer 
of the Currency had not issued its disclosure requirements before the sMvices were performed. 

Representatives of Ernst & Whinney are expected to be present at the Special Meeting of 
S h a r e ho l d ers and will be available to respond to appropriate questions. 

The Audit and Examining Committee of the Board of Directors is composed of Messrs. 

Wmiam W. I^rague, Jr., Hugh M. Tarbutton, Edward E. Elaon, John C. Portman, S. B. Rymer, Jr., 
and Howard S. Starks. See 'lilanagement of C&S National Bank — Information about Committees 
of the Board of Directors.'* 



The consolidated financial statements of The Citizens and Southern National Bank and its 
subsidiaries included herein, to the extoit and for the periods indicated in their reports^ have been 
examined by Ernst & Whinney and Deloitte Kaskins & Sells, independent auditors, whose reports 
thereon, are included herein. The report of Deloitte Haskins & Sells contains a qualified opinion. 
Such financial statements have been included in reliance upon the reports of such independent 
auditors, given upon their authority as experts in accounting and auditing. 

BflSCELLANEOUS 
Other Mattefs 

The directors and officers of National Bank are not aware of any other matters which may 
be presented for action at the Special Meeting, but if other matters properly come before the 
meeting, it is intended that the shares represented by proxies in the accompanying form will be 
voted by the persons named in the proxy in accordance with their best judgment 

Addftlonal InlnrmatioB 

This Proxy Statement constitutes part of a Registration Statement filed with the Securities 
and Exchange dommission, Washington, D.C. 20549, covering shares of Holding Company Common 
Stock to be issued in the Merger. This Proxy Statement does not contain all information set forth 
in the Registration Statement For further information, reference is made to the Registration 
Statement including the exhibits filed and incorporated by reference as part thereof. The Regis- 
tration Statement (including exhibits thereto) can be inspected at the Office of the Commission 
in Room 6101, 1100 L Street, N.W., Washington, D.C. 20005. The statements contained in this Proxy 
Statement as to the content or terms of any contract or other document are brief summaries which 
are not necessarily complete, and in each instance reference is made to the copy of such contract 
or other document filed as an exhibit to the Registration Statement or as an appendix to the 
Proxy Statement 
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31. 1979 F4 
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Shardioldsn and Board of DixjKton 
Dm Cltiseiis and Southern NattoDal Bank 
Atlanta, G««gU 

We hava wramtncd the coMolidated rtatamcnt of condition of The Ottoena and Southam National 
Bank (*<National Bank") and Subaidiariet aa of December 31, 1979, and the related conaoUdated 
atatementa of operatlona, ahareholdera' equity and changaa in financial position for the year then 
ended. Our examination was made in accordance with generally accepted auditing standards and, 
aooordingly, inclu ded such testa of the accounting records and such other auditing procedures as 
w« considered necessary in the drcumstanoaa. 

In our report dated January 28, 1980, our opinion on the 1979 conaoUdated financial statements 
waa qualified aa being subject to the effects on the 1979 consolidated financial statements of such ad- 
justments, if any, as might have been required had the uncertainty related to the private investigation 
by the Securities and Exchange Commission been resolved. As explained in Note 19, this matter 
has been resolved with no effect on the consolidated financial statements. According, our present 
opinion on the 1979 consolidated financial atatementa, as presented herein, is different from that 
e xpr esse d in our piefvious report 

In our opinion, the 1979 financial statements referred to above present fairly the consolidated 
financial position of The Citizens and Southern National Bank and Subsidiaries at December 81, 
1979; and the consolidated results of their operations and changes in their financial position for 
the year then ended, in conformity with generally accepted accounting prindplea applied on a 
basis consistent with that of the preceding year. 



ERNST & WHINNX7 



Atlanta, Georgia 
January 28, 1960, 

except aa to Note 19, as to wbieh. 

the date la October 21, 1980 
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Tb tha Shutfioldcn and the Dixveton of Tht CttiMBs 
and Southern National BMik: 

We have eramtned the conaoUdated statementa of operational ihardiolderi' equity, and < 
in financial podtion of The Citiaens and Southern National Bank ("National Buik^ *nd iti wh- 
aldiariea for each of the two yean in the period ended D ace mh e r 31, 1978. Our examinationa were 
made in aocordance with generally accepted auditing itandarda and, accordingly, inclu ded audi 
tcfta of the accounting recorda and such other auditing procedurei aa we conaidered neceanry in 
the drcumatanoea. 

Aa diacuwed in Note 14, Citizena and Southern Realty InvestorB (now Southmark Propertiai) 
is continuing to review its inveatment portfolio and its paat relationshJ^ with and tranaaetiona wttti 
National Bank, and it is possible that further claims nuiy be made by Southmark Propertlea against 
National Bank. As diaeussed in Note IS, the private investigation being conducted by tiie Securitiai 
and Xzdiange Commisdon is continuing. The effects of the outcome of these mattera are not 
preaently determinable. 

Aa diaeussed in Note 15, in 1978 a lawsuit concerning the 1974 merger with laon FfaMnee 
Onporation was filed against National Bank and a subsidiary. 

In our opinion, subject to the effects, if any, of the outcome of tha mattera l e f st J a d to In tte / 
two preceding paragraphs, the aforementioned consolidated financial statements presoit fairly the 
results of operations and the changes in financial position of National Bank and ita subddiaifea for 
each of the two years in the period ended December SI, 1978, in conformity with generally acc e p t e d 
accounting principles consistently applied. 



We have not examined the conaoUdated financial statementa of National Bank and ita s 
as of any date or for any period subsequent to December 31, 1978. Accordingly, this report ia 
submitted on October 21, 1960 under the drciunstances and conditions that eziated at February 9, 
1979 and does not reflect any revision that may be necessary becauae of the subsequently arlaing 
nutters described in Notes 14, 15, and 19 to the consolidated financial statements 



DELOITTE RASKINS & SELLS 



Atlanta, (Georgia 

February 9, 1979 

(October 21, 1980 as to the 
matter discussed in the 
last paragraph above) 
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THE CITIZENS AND 80UTHBBN NATIONAL BANK AND SUBSIDIASIBS 
CX>NSOLIDATBD STATEHENTS OF iVERATIONS 

(DoDan ia thoawmdi, «zc«pt per ihai* unoiiiitf ) 




INTBRBST INCOME: ^ 

LMuat (Notes 4 and 5) $l»Ml 

Direct leeee financing (Note 4) 1.8S0 

In^raetment securities (Note 8): ^ 

TnaWe tUgt 

TW-exempt 8,785 

Tradinf account securities 807 

Vedwal funds sold and securitiet purchased 

under agreements to resell 11,877 

Int«r«rt-bearinc balances with banks Mil 

Tot al Inter est laooma 188,848 

INTEREST EXPENSE: 
Dnostts: 

§ivinn 8l084 

Ctrtlflcates of deposit over $100 thousand 81.401 

Other time 84.178 

Total interest on deposits 70,878 

Short-term borrowinfi 88^048 

Long-term debt (Note 8) 817 

Totallnterest Expense 108.888 

NET INTEREST INCOME 84.718 

ProTislonfbrpossiblecreditIosses(Ndtes2and4) ... 8.000 

ADJUSTED NET INTEREST INCOME 78.718 

OTHER INCOME: 

Uses on factored accounts receivable 7,807 

Service charges on deposit accounts 8,048 

Other service diarges 8 W 

Thist department income 4,874 

Other operating income (Note 18) lCW8 

Tdtal O ther Income 48.084 

OTHER EXPENSE: 

Salaries and wages 87.818 

Employee benefits (NMe 18) ll^Ml 

Net occupancy expense of bank premises 8,808 

Furniture and equipment expense 5,688 

Net expenses and inrovi^on for losses on other 

real estete (Notes 2 and 8) 1,688 

Other operating expense (Notes 11 and 16) 11.0»1 

Total Other Expense _MJ10 

°^gPy^ _<LOSS) BE FORE INCOME TAXES 

AND OTHER ITEMS 84300 

Applicable income taxes (credit) (Note 10) 14.681 

WCpjffi (LOSS) BEFORE^BCURITIES — 

TBAiraACTIONS AND EXTRAORDINART 

CREDIT 18J48 

Securities gains (looes). less applicable income 

taxes (Notes 8 and 10) (1 om) 

INOOin (LOSS) BEFORE EXTRAORDINARY 

CREDIT 18^10 

Extraordinary credit (Note 10) H 

NET INCOME (LOSS) $ ig^ig 

PER SHARE AMOUNTS: 

Income (Loss) befon> securities transactions and 

extraordinary credit a gg 

£s£sa5^cisr.\''r.?^""'^^^ ^^^ 

Net income (k)ss) $ .68 

Cash dividends declared on common stock i ii4 

Average ntmiber of shares outstanding 88,884.188 

See notes to consolidated financial statements. 
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$178,162 
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88,148 
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10,507 
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45:718 


88341 

SSo 

a,028 
184,714 
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87.000 
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110.115 

47,015 

1,871 

150.101 
128.746 


injim 

«8^ 


16.884 
15,251 
10.784 
0^73 
22.870 

74,682 


17,628 
14,688 
£688 

8862 
22,048 
73,808 


njim 


68.887 
17,740 
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68,070 
11371 
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8384 
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(1.778) 
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22.751 
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10,062 


CtJIt) 


t 86312 


I 10.062 


8 (7.772) 
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1 M 
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(KolM 8 and 0) IMIMtt $ HUM 

wtthlMnki VUli 9^M 

IkivMlmantiMarttiM (Marine iPvhM of |88MlT«kABM 10.1110 _ 

and 1110.110 ak DMambtr 11« 1170) (Hotel) in.m tMJJl 

T^adiBcaeeouatMcarltiM(lCvlntip«]iM of IMllakJtea 10.1110 

aDnil.114 at D«»b«r 11. IITI) MM IMIT 

rwval funds aoU and aaeurttiaipuidianduiidwa^riaaMBti to raaril IITJM 



I (Notes 4 and 1) UTMa 

DImk IMM fliundiK (Note 4) IMT mXI9 

netacad aeoounte reealvabla (Note 4) llMtl 

Totel I.m.if4 

LMi alloaranca for poatUa cradlt teMi (Note 4) 4MW UMl 

Nat Loam. Direct LaaaaWnanctof and >MtetadAocoqate»H)aliabli .... 1411.1N tJBnjm 

Ottar raal cstete (Note 6) tljm 1U» 

Bank pramises and aqidpment, nat (Note 7) MblTl f^lll 

Cuataman' aooaptanoa UabOity M,1M ST.iM 

Otheraaati 104H MLJfl 

TOTAL A88BTB 

UABILITIIS AND 8BAREH0LIIIR8' IQUirT: 
UabOitiM: 



Damand tlJHW,ffif IIJHO.TH 

Bavinga IHltl tIMM 

Cartlficatas of depotit ovar $100 thousand 441JV0 ilOklM 

Time deposits over $100 thousand 14.077 lljtl 

Othar time MMIl tTllWl 

Total Deposits ljao.711 

Short-term borrowinfi (Note 8) 711.011 

Accaptences outstanding MbllO lT,iM 

Lonc-tarm debt (Note 0) 11.071 Mjm 

Nat liability to cUanto fbr factored accounte xaoslvabla e7.1ll OJIl 

Othar Uabilitiea (Note 11) IMll 

Total LlabUlties 4J11701 

Shareholders' Equity (Note 11): 

Omltal stock ($2.50 par; 40.000.000 shares autborlaad; 104K180 sharsa 

Isaued and outstanding) 7X000 

Surplus 1M17 

Undivided profito WJll 71JM 

Net unreaUzed loas on marketable equity securities (Note S) (0.800) (101.480) 

Total Shareholders' Equity no.701 

TOTAL UABILTTIES AND SHAREHOLDIRS' EQUITY 04J11.471 

8aa notes to consolidated financial stetemanta. 
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THE CITIZENS AND SOUTHEBN NATIONAL BANK AND SUBSmiABIBS 
ODNSOUDATBD STATEMENTS OF SHABEHOLDEBS' EQtnTY 

(DoUan in tfaounndi) 



Tttal 

BALANCE, JANUARY 1. 1977 $200,042 

NetlOM (7,772) 

0§A dividendi. $.88 per ahne (10.953) 

CSiane-oCf of foodwffl upon purcfaaae of 

•todn of buking tubtidlariet (100) 

Amordation of foodwill diarged against 

iacome 426 

Decrease in net unrealized lo« on 

marketable equity aeeuritiei 1.000 

l^anaftat 

BALANCE. DECEMBER 81. IVH 182.643 

NM income 10.062 

Charge-off of goodwill upon purduae of 

stocks of banking subsidiaries (26) 

Amortization of goodwill charged 

against income 406 

Decrease in net unrealised loss on 

marketable equity securities 700 

BALANCE. DECEMBER 31. 1978 193.785 

Net income 26,512 

Cash dividends. $.06 per share (1.730) 

Charge-off of goodwill upon purchase of 

stocks of banking subsidiaries (43) 

Amortization of goodwill charged 

against income 387 

Decrease in net imrealized loss on maricetable 

equity securities 2.150 

Trwaafen 

BALANCE. DECEMBER 31. 1979 221.061 

Nat Income (A) 18.919 

Cash dividends, $.14 per share (A) (4.036) 

Amortiaation of goodwill charged 

against income (A) 174 

Decrease in net unrealized loss on 

marketable equity securities (A) 

(Note 3) 650 

BALANCE, JUNE 30. 1980 (A) $236.768 

(A) Unaudited. 



Gapllal 
Stock 



$72,060 



72.060 



155 



Net 



SorptaH 


PrsfMs 


EiSSS^ 


$85,384 


i iii 


(Natal) 

$(14,800) 


284 


142 




827 


(827) 
37.388 
10.062 


1.000 


86.495 


(13.200) 



(26) 



700 



72,060 


86,805 


47.520 
26.512 
(1,730) 

(43) 


(12,6003 




310 


77 


2.150 




947 
88.062 


(947) 
71.389 




72.060 


(10,450) 






18^19 








(4,036) 





650 



$72.060 $88,217 $86,291 $ (9.800 ) 



See notes to consolidated financial statements. 
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I AMD lOVmBlf KATIOIUL BANK AMD 1 
OONSOIJDAnD STATBIBm OT CHAMim IM fDf ANCIAL 1 

(PtlhwiMH Ill) 



Tfrt 



•m 



ifit 

aOUBCBS or FUND6: 



J (LoM) bcftara octnordliitfT cndk $ ll.Mt $11,781 $ l«iOtl I am) 

N<m-<adichtrfM(cr«IMa)liiehid«dtaiiMtiiiooiM(kMi): _ 

Proviiioii for poottde credit kMM I.OOO aMOO 17,00$ flytll 

PMTlik»fOrioiiMiraootlMrr«tl«tate 100 S.O0O 1,400 li;MI 

PnwUkm for kMM x«Ut«l to Southmark (IN) 1400 MOO §M 

ProvlikMi for kMMS related to unauthorind 

(7») XOOO 

xrfbankprwniiM 

um ijvn 74a 7jii 



Amortlntloa of foodwUl 174 107 400 4M 

D«fm«l laoona^na 007 0.40T (LM) C1U«) 

Olhar (MO ) UIO M07 



Funds ftwidad From Opcrationa Ixcluitva of 

btraordiaary Crwlit ll,0«r OO^ITS 00.771 Of JOT 

SSCtFlMPQIlMinr CTBOtt ••••••»•••■••••>••••• •••••• S^Twl 

riinda Providod rrom Opcrationa 11.047 73.114 01.771 



aSrt-tenn borrowing 110,400 n^tm mjm 

Not UabiUtT to clients for factored accounts receivable . U14 10^10 IftHl 

Other UaUUtiM 17.110 SJOO tSiI 



iin: 

Fideral fundi aold and securities purchased under 

itoresell 170.0M 107.011 

1MB 



Interest-beerlng balances with banks 

Net loans, direct leeae ftnandng and f 

reoeivaNe 



Other real estate 0.000 11.104 10.n7 

Other assets 4J11 IIJK? 

Issuance of lonf -term debt lOUM 

Other—net 401 

TOTAL SOURCES OF FUNDS 0010J»« QOlOJll 0141.001 OTHqg 

APPUCATIONS OF FUNDS: 

Cash and due from banks $107,181 $ 08J07 $ OUMO $ll0a8l 

Ihterest-beerina balances with banks M74 1^17 4Mi7 

Investment lid trading account securities 1I7J80 118.818 0.171 OBjMl 

Fsderal funds sold and securities purchesed under 

agreements to resell 111.471 Mjn 

Net loen% direct leeae financing and factored accounts 

re^vaie 50.771 180.017 11J« 

Other real estate If JM 

^Other assete »jm MlH* 

Short-term borrowings 184J87 

Net Uabilitv to clients for factored accounts receivable . 10.108 

Other liaUlities 881 

Aepayment of long-term debt 3.080 1.111 IJOl OyiM 

Ni^addltipns to bank premises and equipment 0.001 5.880 4.tt4 iOtt 

CMh dividends l,(m 1.710 lOilOl 

Other— net 808 U78 M88 

TOTAL APPLICATIONS OF FUNDS $010J04 $018.811 $141.001 0710401 

See notes to consolidated financial statements. 
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THB CanZSNB AMD SOUTHEBN NATIONAL BANK AND 

NOXBS TO CONSOLIDATE) IINANCIAL STATEMBNTS 

(lBlonMti<»fortheitxmoatitten<todJqiieaO,lW>faiiiHiiiiHtail.) 



The aocountiiig and reporting polideg and practices of The Citizena and Southern National 
Bank (''National Bank") and Subsidiaries conform with generally accepted accounting prinriplei 
and, as to National Bank and ito banking subsidiaries, with general practice within the banking 
industry. The following is a summary of the most significant of such poUdes and practices. 



Thb oonaolidated f i n a nc ial statements include the accounts of Nattonal Bank, of its whoUj- 
owned subsidiary Citizens and Southern Holding Company ("Holding Cataptiay") and its subsid- 
iariea, and of National Bank's other domestic subsidiaries. Significant intercompany balances and 
transactions are eliminated in consolidation. National Bank and its subsidiaries operate within the 
commercial banking industry. There are no foreign operations for vddch disclosure is required. 

Certain previously reported amounts have been reclassified to agree with current piesentatiflo. 



Regulatory authorities require the inmiediate charge-off of goodwill arising from purehasa 
transactions against surplus or undivided profits. This accounting is at variance with generally 
accepted accounting principles, which require that such goodwill be accounted for as an intangible 
asset, but the effect on the financial statements is not material. For financial reporting puipoaea, 
amortization of goodwill, computed by the straight-line method over a ten-year period, is charged 
to income and credited to surplus or undivided profits. 



Securities held fbr the bng term are classified as investment securities. Bonds are carried at 
cost, adjusted for amortization of premiums and accretion of discounts. Marketable equity secorltlos 
are carried at the lower of aggregate cost or market Other securities are carried at coat Gaina or 
losses on the sale of investment securities are computed by the identified certificate method and 
are shown separately in the Consolidated Statements of Operations. 



Trading account securities are carried at the lower of cost or market. Gains and loss es , computed 
on the average cost method, which method approximates methods previously used, and other no&- 
interest income earned on trading account securities are included in other operating income. 

Diiect Lease FInancliig 

Lease revenues are accounted for by the financing method with income being recognized at a 
level rate of return on the net unrecovered investment 

AOewance flar PeasiUe CndH Lasses 

The allowance for possible credit losses is based on management's evaluation of the portfolio 
of loana, leases and factored accounts receivable under current economic conditions. The evaluation 
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AMD lOVmBlf lUnOIUL 1 
NOm TO OOmOUDiAlBD flNAliCIAL I 



tn cl u dw a ftudy of lorn wcpwtonce, a rwtow of dtHngawidai and an aatimala of the powlbiHty of 
kMi baaed on the riak chancteriatka of the portfolio. See Note 2 for a dweripCka o< ( 



Oflier real eatate (principally acquired through focedoaure) la atatad at the lower of coat or tdr 
vahie. Oaina and loam on the aale of other real eatate are credited or charged to the eDowMiee lor 
loeaaa on other real eatate. In 1977 net galna on the aale of other real eatate were inehided Id bbC 
fTpfnaaa and proviaion for keaaa on other real eatate. See Note 2 for a daacrlptloii o< eoco un tlBg 



GeoeraDy aoeeptad accounting prindplea aet forth apedfle crltarla wUdi moat be nel b 
nlaa of real eatate may be recorded aa nlaa for accounting purpoeaa. Recalvablea rdated tot 
actlona which do not meet auch criteria are accounted for aa other real eatate. 



nemiaea and equipment, Including leaadiold improvcmenta, are carried at coat, net o< ae- 
cunuilated depredation and amortization. Depreciation and amortisation are computed fenenlly 
uafaig the atraight-Une method over the estimated uaeful Uvea of the rdated aaati. 

Xxpenditurea for maJntenanre and repain are charged to operatlona aa Incurred; major reaewab 
and bettermcnta are capitalized. When property is disposed of, the related coat and aocomulatad 
depredatian are removed from the accounta and any gain or loaa la reflected in inoome. 



The tax effects of transactions are recorded in the period the transactiona are re po r t e d for 
finamrtal statement purposes. Deferred inoome taxes are provided on tranaactlona r ep o rted in 
diffarent yeara for financial statement purpoees than for tax purposes. 

Investment tax credita are recorded as a reduction of federal inoome tax expenae for the year 
in whkh the credita are available (flow-through method). 



Interest income on discount-basis loans is recorded principally by the sum-of-the-dlglta method. 
Intereat on other loans is recognized over the terms of the loans based on the unpidd prindpsJ 
balance. If the collectibility of Interest appears doubtful, the accrual thereof la dlaeontiiraed and 
intereat recdved la accounted for as a reduction of tiie recorded investment Accrued intereat wfaidi 
appears doubtful of collection is reversed or charged to the allowance for poaslble credit loa ae s. 



National Bank and its subsidiaries have a non-contributory trusteed pension fdan covering 
all officers and employees who dther have completed two years of service or are over fhm age of 
25 and have completed one year of service. It is the policy of National Bank and tta aubal^Hariea 
to fund not leas than the minimum funding amount required by ERISA. Pension expenae indudea 
normal service cost and amortization of prior service cost over 90 years. 
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THB CariZSNB AMD SOIfffHEBN NATIONAL BANK AND 8UBSIDIARII8 
NOin TO OONgOUDAnD FINANCIAL STATDIKNTS -- (CoitiMMd) 



Par diare tmouiiti are baaed on the weighted average number of diaxea of capital stock out- 
gf f ^f ff £ ^Tl»*g oarh puricid. 



In the third quarter of 1977, National Bank and its subsidiaries began determining the 
allowance for lones on real estate loans expected to be foreclosed after IVn baaed on the fair value 
of the real estate collateral. This change in accounting method was made hi anticipation of the 
application of Statement of Financial Accounting Standards No. 15, which requires that p rop e rt i es 
•oqoired by foreclosure after December 31, 1977 be recorded at their fair value, as defined. This 
change in accounting method resulted hi an additional provision for loan losses of approximately 
|S,500/KX>, with an after tax effect of $1,750,000 ($.06 per share). 

As of the end of the fourth quarter of 1977, National Bank and its subsidiaries changed 
certain methods and assumptions used in estimating the net realizable value of other real estate 
(induding revlaions in methods used to determine carrying costs and reductions in esthnated future 
sales proceeds), changed from the aggregate portfolio to the hidividual property basis in determining 
the lower of cost or estimated net realizable value, and revised the estimates of amounts to be 
realised from collateral on non-performing real estate loans. These changes, whidi were made 
to adopt accounting methods and assumptions recommended by the Comptroller of the Currency 
resulted hi additional provisions for losses of $10,000,000 for other real estate and $5,000,000 for real 
estate loans, with an after tax effect of $11,000,000 ($.38 per share). The effecta of the changes in 
accounting methods were inseparable from the effects of changes in estimates, and, accordin^y, 
the cumulative effect of the accounting changes at January 1, 1977 has not been determined. 



a. 

The carrying amount and market value of investment securities were as follows: 



%ssr 



JtaM80.1960: 

JJATnuarj $488,856 $49M64 

ObUgations of other 17.8. Govenunent afendei 100,578 100,815 

'" 1 and poUttetl sttbiUvisions 284,857 388,668 

e and Federal Reserve stock: 

table equity aecuritiet. principally capital 

stocks of banki and bankholding companies 17,080 17,060 

Other 8,087 OjOTS 

Other bonda, notea and debenturea 11J86 10.488 

Total 8858.700 

3aeffnber81,1970: 

UATteasury $808,777 $80U16 

OUifationa of other VA Oovwrnnent agendas ^415 86^88 

States and potttlesl sttbdhrisions 188,841 186,077 

and Federal Reaerve atoek: 



_ jrketaUe equity aecuritiea. principally capital 

atocka of bank! and bankholding companiea 18^106 tLM 

Other ..........«•.•.•••.........•..,. 6bSS6 6^38g 

Other bonda. notea and debenturea 11.668 MbttI 

Total 6610.130 666eyW0 

See maturity schedule of government and corporate debt obligations included in Selected 
Statistical Information on page 35. 
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AMD SOOTHBUf KATKm AL 1 
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MarlwtaUe equity lecuritiM are carried at the lower of their aggrefite oott or market value. 
Aggrigate cott of nich aecuritiea was $27,750,000 at June 30, 1960 and $a8,gM,000 at December 31, 
1979. The net unrealized loaa of $9,800,000 at June 30, 1980, and $10,450,000 at December 31, 1979 baa 
been recorded as a reduction of shareholders' equity and is shown separatdy in the Consolidated 
Statements of Condition. Unrealized gains at June 30, 1980 and December 31, 1979 were not 
significant Sales resulted in recognition of net losses of $126,000 in the first six months of 1960, net 
keses of $631,000 in 1979, net gains of $754,000 in 1976, and net gains of $138,000 in 1977. Manage- 
ment believes that the decline in the market value of investment securities below tiieir original 
cost haa resulted in no permanent impairment in the value of ttie investment securities. 

Securities carried at $560,445,000 at June 30, 1960, and $312,032,000 at December 31, 1979 were 
pledged as collateral for repurchase agreements, to qualify for fiduciary powan, and to aeenre 
pubUe monies as required by law and fbr other purposes. 

4. LeoH, Direct Lease riiuuMiiMr and FacteeedAccevnts Receivable 

Following is a summary of loans, direct lease financing and factored accounts receivable: 

Jtaelt 



Commercial, flnindsl and agricultural $ 896,880 $ 812^17 



Oomtructfton and land developmaiit 87jB08 8^817 

Other 456,068 48S,8IT 

Loans to individuals for hous^old, family and other personal expendituras 847,588 86MT8 

Total 2,008,840 2,048ifO 

Unearned income (118>478 ) (111.788 ) 

Loans 1J78>182 1J88J74 



Direct lease finandng 88»284 aB»188 

UhaarnMi income (7.167 ) (6.887 ) 

Net investment in direct lease flnatirtng 81.087 28LT78 

Ptetared aeeeoats reecivaUe 188AI6 188Ji8 

Tatel leaas, dlreet lease flMUMlaff aad factored aeeoulB reeeivabls 8M77374 

An analysis of the allowance for posaible credit losses follows: 

Slzmenths 



Jane 88 
1888 



Balance, beginning of period $ 44.781 $ 88^98 $ 42,058 $ 27488 

Provision for possible credit looes 8.000 28,000 37.000 88^408 

Chane-offs (10,778) (28,048) (48,411) (42,847) 

Beeoveries 8>75 8.228 4>68 jjm 

Balaaoe. end of period $46.880 8 44.781 $88,588 8 42.058 
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i AMD 80in»DDf NAIIOIIilL BAMK AMD I 
MORS TO COMS<»JDATB> IINANCIAL nATBIBm — (C 

i. TraaU«dDdbtBOTtnietiiiii« and OthMrNoB-Menial Lout 



FoUowing is certain infonnation for both loans the terms of which have been rnnMH^ in 
troubled debt restructurings and other loans on which the accrual of interest has been discontinued: 



■mUtodia OtiMr 



am 

AiJtaM80.1960: 

Aggregate xworded investment HMW 

Coaunitmenis to lend additional funds 6^740 — 6;VI» 

fbr the dz months ended June SO, I960: 

fnteiest which would have been recorded in scoordanee 
with the original ternw S.706 1.6M 8.411 

iDftBTCBt income recorded 401 121 Oil 

At December SI, 1070: 

Aggregate recorded investment $80347 $88,214 $6i001 

Commitmenti to lend additional funds 7,615 800 7,084 

fbr the year ended December 81. 1070: 

Interest which would have been recorded in accordance with the 
original terms 7.031 3.465 10^400 

Interast income recorded 1.007 848 1.880 

Aggregate recorded investment at June SO, 1980, and December 31, 1979 was net of loan 
charge-offB and other reductions which did not reduce the legal liability of the borrowers to 
National Bank and its subsidiaries. The interest which would have been recorded in accordance with 
the original terms is the amount which the borrowers would have been legally obligated to pay to 
National Bank and its subsidiaries. Of the interest which would have been recorded in accordance 
with the original terms. K072,000 and $8,217,000 related to the remaining recorded investment 
at June SO. 1980 and December SI. 1979. respectively. 

Commitments above do not include the loan commitment to Southmark discussed in Note 14. 

C Other Beal Ertate 

FoUowing is a summary of other real estate: 

'Hf .89 P ee— t er 81 

ftoperty acQuired through: 

Ibredoaure of loena 

Swaps and aettlements with Souttmiark (See Note 14) 

Fbrmer henking premiMS 

Beceivablee related to real eetate aold 

Total 

Allowance for loeeas 

Other real estate $87,570 $87.111 



P-12 



$88,006 $86,117 

51 um 

017 817 
6,068 8J81 


88.8S7 
(8J87) 


88JB8 

(1,808) 
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^^**"t moltlBC ftxNB tniiMCtloot whSdi do not OMCt tbs crttviA for woofdip^ if mIh wn 
diown abovt ■• 'lUettvablM rttetod to nd tttete fokL" OonnltBMiili NbrM to thott mottnhkm 
amounltd to I78M0O at Juno 10, IMO ood $1,008,000 at DMnbtr tl, IflO. 

Aa milyito of the •Dowinet for I ow m on ottig roil wtrto ti m faOowK 



BriMMt^ b^taalBf of p«lod I UM I UH UiaiO OlplfT 

Pwyhton for Iowm ca 9Qm wl •■j^t^ .^^. . . . . NO SJ08 MIO UkMO 

yiaU)? 8«'^^ UIO (m) mSO 

IPggjj^toft^^ _J») J^) iaSfi) (UW ) 

Mdofpvlod lUOT »mO ^jjT4 



Woglnnlng in 1078, takttvidual pp opwtto o hsvo bon wrlttn down, ttnoa^ drngsi to ftt 
■Uowanco for loati on other reel eitete, to the lower of ooet or fdr yiitam beaed on lii d nwiMiiiBt 
•ppralnli. Exh property over ^000 it required by rignlatioof of «M Oonptralkr o< «m Curmmj 
to be qB>">^— d anroiilly. 

PHor to 1078, geini end I ow m on aleeof propertiee were i n clu ded in net m ii n iio end p ro vl ilBn 
for keMi on other reel eetete in the Conaolideted Statementi of Operationa. 



I and equipment oontfated of the fdUowinf : 



Total bonk prMoiflw and oquipnant 




Future minimum rental paymenta required as of December 31, 1078 under noncencelabVi operat- 
ing leaaea for premiaea were m foUowa (in thouaanda): 

1080 $8,048 1085-1000 $8,097 

1081 2,622 1800-1004 1,484 

1082 1,881 1005-1000 840 

1088 1,587 Subaequent to 1880 « 

!•" I'lW Ttotal $18358 

There have been no aignlflcant dumgea in the adiedulad paymenta ainoe December 81, 1870. 
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Tbe total of mfaimmn rentals to bo received in the future under noncancelable subleases was 
1664,000 at December 81, 1979. 

Net rental expense under operating leases was $2,464,000 for the six months ended June 30, 
1060, $4,425,000 in 1979, $3,743,000 in 1978 and $2,990,000 in 1977. These amounts are net of sublease 
rentals of $919,000 f6r the six months ended June 30, 1980, $1,835,000 in 1979, $1,969,000 in 1978 and 
$1,973,000 in 1977, and include contingent rentals, the amounts of which were immaterial. Certain 
leaaes contain renewal options and escalation clauses. 

a. SiMrt-tem B«R«wiii«i 

Data relating to short-term borrowings are as follows:. 

June It, ms D6wmb»»l.lf» 

Avygy Avtnffe 



(DoOanlBt 

I^sderal ftnds purchsmd w*^ securitlBs 

sold UBdOT sgreemeBts to zepurcfasse . . . $686,920 11.8% $860,791 13.5« 

Commerdsl piver 22,611 8.9 24^144 14.1 

Other 2.481 8.8 8.674 11.4 

Total ifaort-term borrowings $712.012 $398.609 

Aggregate diort-term borrowings: 

Average during the period $502,383 12.8 $4S1.M1 lOJ 

Maximum month-end balance 712,012 503.481 

The average aggregate short-term borrowings are based on average daily balances, and the 
average rate is derived by dividing interest expense attributable to the aggregate short-term 
borrowings by the average balante outstanding during the period. 

Holding Company had lines of credit totaling $35,000,000 at June 30, 1960, and $50,000,000 at 
December 31, 1979 supporting its commercial paper arrangements. These lines are not restricted 
as to use. No amounts were drawn against such lines at June 30, 1960 or December 31, 1979. At 
December 31, 1979, Holding Company was required to maintain a compensating balance of 10% 
of the lines of credit plus 10% of the amounts outstanding under such lines. Compensating balances 
related to lines of credit were $5,000,000 at December 31, 1979. During the second quarter of 1980, 
Holding Company reduced its lines of credit to $35,000,000. In addition, the compensating balance 
feature was converted to a fee basis which is one half of 1% of the lines and is payable monthly. 

9. LoBg-fenn Debt 

Long-term debt consisted of the following: 

rSl 



8% Note^ payable in inetaUments to 1982 

8%% ICortgage Note, payable in installments to 2007 

4%% Capital Notes, due 1989 

6% Subordinated Debentures, due 1981 

8% to 8%% Notes 

Total $83.972 $86>088 
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$8,000 


$10,000 


9.733 


9.779 


4.237 


5J87 


1,002 


1,014 
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Th* 8% Note it payable by Holding Company in Mmi-annual installments of |2,00(KO0O through 
Mardi 15, 1082. Interest is payable quarterly. The Note may be prepaid at the option of Bidding 
Company at a premium of IJS0% on or before March 15, 1981. The Note agreement contains re- 
strictions relating to, among other things. Holding Company's payment of cash dividends, debt and 
commercial paper outstanding and the pledging of property. A compensating balance of 15% of 
the outstanding amount is required to be maintained. 

The Mortgage Note is payable by Holding Company in 300 monthly installments of $78,000 
including interest Ilie Note cannot be prepaid until 1987, at which time Holding Company has 
the option to prepay at a premium of 4.00% which declines %% annually to 1995. The p r o c ee ds of Uie 
Note were used to purchase premises from National Bank. These premises are pledged as collateral 
to the Note and had a carrying amount of $8^2,000 at June 30, 1980 and $9,075,000 at December 31, 
1979. 

The Capital Notes of National Bank are subordinate in right of payment to all other in- 
debtedness and are required to be prepaid in the amount of $1,000,000 per year. National Bank 
may prepay additional amounto at a premium which decreases each year from .925% at May 1, 1960. 
The Capital Notes agreement contains restrictions relating to, among other tiling the payment of 
dividends, the creation or guarantee of additional funded debt (as defined) and the plsidgfng of 
property. In addition to making the required $1,000,000 prepayment during 1977 National Bank 
purchased and retired Capital Notes which had a face amount of $4,783,000. The resulting gains of 
$899,000 are included in other operating income in the Consolidated Statement of Operations for 1977. 

Ilie Subordinated Debentures are payable by a subsidiary of Holding Company in quarterly 
installmento of $6,250 with the balance of $988,750 payable April 1, 1981. 

National Bank and its subsidiaries are obligated under the agreements described above to make 
principal payments totaling $2,558,000 for the last six months of 1980, and $8,092,000, $8,112,000, 
$1,122,000, and $1,158,000 for the years 1981 through 1984, respectively. 



li. 

Income tax expense (credit) is classified as follows: 

StzBMnUw 
endsd 
JvneM 



IfTt 



Applicable to income (losa) before taxes and ^ ^ ^ 

Mcurities tranaaotioiu $14,651 $14.(03 $2,323 $(12,093) 

Applicable to lecurities gains (Iomcs) (770 ) (086) 1.038 



Total $ 13,081 $ 13.aW $ 3,881 $(11,348) 
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Hie con^anentg of income tax expense (credit) are as follows: 

SfaCBMMlflH 

MW IfW IWi ' Ifn 

CSimmt: 

Ftderal $18,011 $ 2,U2 > M!! ^ %! 

Ite«ign 46 787 440 484 

Stale 887 510 04 »7 

Total current expnse 18.884 8.84Q 4.881 U88 



564 5^511 (1.804) (18.580) 

Q) X44) W) Q8> 

Total detared expense 557 5.467 (1.881 ) (18^548 ) 

Charge equivalent to tax benefit of timing differences 8.761 

'^ i^ Lsm um mm^ 

Tbe deferred income tax expense (credit) resulted from timing differences between the periods 
In ^diieh transactions affected taxable income and the periods in which they entered into the de- 
tennination of pre-tax accounting income. Ilie components of deferred income tax expense (credit) 
wmn as lollowa: 

Bt xjneat hs 

leMM Year eaded Dewmber 81 

1888 IffO IffO 1817 

Provision for Ion, writedowns, and gains and lones on ^ ^ ^ ^ ^ _ 

sales of fotedoiedpropeily I WO $5,439 $ ^904^ >»!!!> 

Provision for ponlble credit lones (674) 3,847 (757) (TJM) 

Provisions tor losses related to: _ ^^.^^ ,^ 

Setttement of disputes with Southmark (See Note 14) ... . 90 1.153 (816) ^180 

Investment in unconsoUdated subsidiary (88) (563) (483) (110) 

Unauthoxized investment activitin -- 1.199 dW) -r^ 

Other 801 (575) (886) (178) 

Depreciation of premises and equtemeut 46 (485) (664) 166 

Provision tor health insurance clidms — (884) (108) (177) 

Direct leese financing activities 188 331 573 (O) 

Contributions W 1« }« 18 

Pension expense (18) (73) 637 188 

Bond discount accretion 10 (53) (455) (178) 

IteeiAi tax credit — — 804 878 

U.SrfciBesury BiU discount accretion (781) -- — -- 

Other (110 ) (363) 357 888 

Ty»tal 887 9,338 (1,893) (18^748) 

Unrecognized tax benefit of timing differences at ^ ^ .^, .^^ 

origination (recovery) :;:::. (3.761 ) 561 8J00 

Tbtal J 887 $ 5.467 $ (1.881) $(11J48) 
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IneooM tax ecpenw is Ich tiian the amoonti co mpute d by applylnf ftm UdttnH faeooM In xile 
of 40% (48% in 1978 and 1977) to inoooM bofore inoooM taxM and cztraoidiDaiy credit 1 
of the fidkrwiiig: 



iM 







(HI 

laeoiM tax eonpotod «t fidma InooiiM tax nto $18,088 I 18;4S1 $ %MM 8 (8lUI) 

laaraaM (DaeraaM) rttultinf from: 

Tu-exempt Lotiaut (1,748) (1J18) (4JS8) 

iDvcstmat tuc tr«dit (891) (511) <4tt) 

IB % AUtutor^ dividend dedii£tlDB (884) (468) (4f8) 

Matt Ijuona taxes (Ita l6d«nl tocsm* tax aOMt) 140 888 880 Stf 

Annt^tlfn at foodwUl 81 178 188 881 

beams szeluilocis K&d iskUI deductlcoi of Ufa 

taauniica jubddlai; 88 188 (819) (818) 

Wkiftcdomi of laag'itrm auoti , — — 881 — 

miorltr iBjiaMlb buiUnj subddlifiM 148 880 818 M 

PftrvlalQn n^ted to *m^ atxl writediowot of 

otrtain umeli MOO — — — 

Otbrnr^jm 888 8« 88T SI 

Total 18,881 18,077 8^888 (MyMB) 

Unracofniaadtaxbanafttoftiiniiicdiffaraaeaiattimaof 

orifinatfcm — — 881 8JW 

Total $18381 $18.0n 8 8J81 8<llJtl) 

Federal income tax has not been accrued on income of the Uf e insurance subddlaxy i 
as '^licyholders' surplus" (as defined by the Internal Revenue Ck)de). TdUcyholden' 
which approximated $2,000,000 at June 30. 1980, $2,000,000 at December U, 1979, $2,500^000 at 
December 31, 1978, and $2,100,000 at December 31, 1977, would be subject to toeooM tax only if tfaa 
subsidiaxy takes certain actions or fails to take others. 

In cl ud ed in 1979 net income was a $3,781,000 extraordinary credit resulting tram the raeUmtlao 
in 1979 of unrecognised tax benefits which related to certain 1978 and 1877 loss provisions that could 
not be recognized as tax deductions in those years. 



IL ShaieheMan' Bqnily 

Tlie approval of the Comptroller of the Currency is required if dividends declared by National 
Bank in any year will exceed the year's net profits (as defined by the Comptroller) combined with 
the retained net profits of the preceding two years, less any required transfers to surplus. Tbe amount 
available fbr the payment of dividends in 1980, without the approval of the Comptroller, will be tfaa 
net profits of 1980 plus the retained net profits of 1979 and 1978 of $88,300,000. 

Tile minority interest in the equity of banking subsidiaries, which is included in other Habflltisi 
on the ConsoUdated Statemento of Condition, totaled $3,949,000 at June 30, 1980 and $8,688,000 at 
December 31, 1979. The minority interest in earnings of banking subsidiariea, wUdi is in clu ded in 
other operating expense in the Consolidated Statements of Operations, totaled $824,(X)0 for the 
six months ended June 30, 1980, $501,000 for 1979, $457,000 for 1978 and $400,000 f6r 1977. On October 
1, 1980, Holding Company made offers to purchase for cash any and all shares of common stock of fht 
banking subsidiaries currently held by other parties. The offers expire November 14, 1980, unlesi 
extended. If all outstanding shares were tendered, the total purchase price would be a p prox i mately 
$5,450,000. 

On April 22, 1980, the shareholders approved a Nonqualified* Stock Option and Stock Ap- 
preciation Rights Flan for key senior officers of National Bank and its subsidiaries. Tlie Flan 
provides fbr the granting of options for 500,000 shares of National Bank's Capital Stodc at the 
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fair market yahia at fhe time the options are granted. Each option granted under the plan may be 
ezerdaed within a period of ten years from the date of grant, but no option may be ezereiaed within 
two years from the date of the grant During April and lAay, 1980, options were granted for 280,6821 
ahares at I6.687S and 968 shares at $6.8125, respectively. 

Hie Plan also provides for the granting of stock appreciation rights to holders of stock options 
under the Flan. A stock appreciation ri^t allows the holder to surrender a presently exercisable 
stock option in exchange for cash or shares of Ci^ital Stock, valued at fUr market value, In an 
aniount equal to the excess of the fair market value of covered shares over the option price of sodi 
aharesL Stock appreciation ri^ts were granted with all options listed above. Compensation expense 
of $17,000 related to stock appreciation ri^ts was recorded in the second quarter of 1900. 



IS. PeniaB, Front Sharing and IneantlvePlMs 

Efteettve January 1, 1979, the pension plans were amended to change the benefit formalas and 
normal retirement age and to increase benefits, and were merged into one plan. The cost of the 
new plan was not materially different than it would have been under the previous plans. In 
addition, certain changes were made in assumptions and in the actuarial determination of pension 
costs, the most significant of which was a change to an asset valuation method wUdi more directly 
recognises the market value of plan assets. The effect of these changes was to increase 1979 expense 
by approximately $560,000. The unfunded prior service cost at January 1, 1979 (the latest vahuttion 
date) was $7,166,oiM). Pension expense was $1,574,000 for the six months ended June SO, 1980^ 
$2,972,000 in 1979, $2,249,000 in 1978 and $2,161,000 in 1977. 

Accumulated plan benefita and plan net asseto at January 1, 1979, were as follows: 

Actuarial pr s unt value of accuimikted plan bowflts: 

Varted $18,670 

Nonvastad 4,816 

$ltJ88 

NataasataavailaUaforbanafits $81.488 

Thb assiimrd investment return used in determining the actuarial present value of accumulated 
plan beneflte was 7%. 

Natiooal Bank and ita subsidiaries also have a non-contributory unfunded supplementary 
ponilon policy to provide additional retirement benefits between the ages of 60 and 65 for 
persons employed prior to January 1, 1976 who were either 55 or over on January 1, 1979 or had 
retired prior to December 31, 1978. Expense under the supplementary policy was $360,000 for the 
six months ended June 30, 1980, $563,000 in 1979, $549,000 in 1978 and $359,000 in 1977. 

Nattonal Bank and its subsidiaries have an Officer Cash Incentive Program, an fiDDployee Cash 
Ftafit Sharing Program, and a Deferred Profit Sharing Plan. The expense for these plans totaled 
$8,816,000 for the six months ended June 30, 1080, $4,118,000 for 1979, $887,000 for 1978 and $800,000 
for 1977. In 1960 the Officer Cash Incentive Program and the Bnployee Cash Profit Sharing Progr a m 
were discontinued, and were replaced by the Annual Cash Incentive Flan which was adopted by the 
Board of Directors on February 19, 1960. 

On January 23, 1980, the Board of Directors of National Bank adopted the Performance Unit 
Incentive Flan in order to provide additional incentive and reward for kev senior management 
employees. Under the Plan a maximum of 600,000 performance unite C^nitOt o^cfa with a steted 
vahw of $5 may be granted to key senior managenient empk>yees. Unite win generally be awarded at 
the beginning of overlapping three 3rear award periods, and the aggregate steted value of the Unite 
m^iich may be granted to any key employee for any award period may not exceed 30% of the 
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employiee's baiic oompenMtkm. Units grantad will be deemed earned if and to the extent tiiat the 
National Bank and ita subsidiaries meet or ex cee d performance objectives estabUihed for puzpoass 
of the Plan. During the third quarter of 1980, 144,120 Units were granted, with a stated inOne of 
$730400. 



IS. Belaled Pertj < 

In the ordinary course of business, executive officers and directors of National Bank and its sub- 
sidiaries, Including their families and companies in which certain directors are principal owners, 
were loan customers of, and had other transactions with National Bank and its subsidiariee. Tht ag- 
gregate indebtedness to National Bank and its subsidiaries of these parties ap prox im ated $SS,lSIMnO 
at June SO, 1060 and $19,562,000 at December 31, 1979. It is the poUcy of National Bank and its 
subsidiaries that such loans be made on substantially the same terms as those prevailing at the time 
for comparable loans to other persons. 

See also Note 14 for a summary of transactions related to Southma^ 



14. TnmsactleM Belated To Sontiunaik Properties 

National Bank acted as advisor for Southmark Properties (Southmark), formerly Cttissni 
and Southern Realty Investors, a publicly held real estate investment trust, since its inoeptioo in 
1970. In December 1979 Southmark obtained permission from its creditor banks to terndnafte te 
advisory contract at its election, and the advisory relationship was terminated effective JanHiary % 
1960. Such termination will not have any material effect on the financial statements of National 
Bank. 

Pursuant to the advisory contract National Bank administered the day-to-day operations of 
Southmark from its inception to March 30, 1979. From January 1976 to June 30, 1979 Natlooal 
Bank waived any right provided in the advisory contract to incentive compensation baaed on net 
income of Southmark. However, National Bank received reimbursement of $293,000 in 1979, 
$2,042,000 in 1976 and $2,785,000 in 1977 for its approved costs in rendering adviaory services to 
Southmark. 

In connection with the senior credit agreements originally executed in December 1974, National 
Bank committed to purchase from Southmark $30,000,000 in earning assets. On January 18, 1976, 
National Bank purchased from Southmark twenty-one earning loans at an aggregate cost of ap- 
proximately $17,300,000. On June 22, 1978, National Bank fulfilled its remaining eonunitment by 
purchasing from Southmark approximately $12,900,000 of earning mortgage loans for approximately 
$12,700,000 in cash. In 1978, approximatelv ^47,000 of accrued interest and unamortized intenst 
premium related to these loans was charged off. 

Since 1976, Southmark's indebtedness to its bank creditors imder the senior credit agreements 
has borne interest at a minimum annual rate of 1%. The Term Loan Agreement, which became 
effective June 22, 1978, superseded the senior credit agreements. The Agreement provided that the 
indebtedness would mature on September 30, 1979; however, there would be three automatic one-year 
extensions of the maturity date if amortization requirements during the initial term and eadi 
subsequent renewal were met. Southmark met the amortization requirement for the period ended 
September 30, 1979. Any debt remaining outstanding on September 30, 1982 is scheduled to be paid 
in full on that date. Under the Agreement, interest on the debt to National Bank accrues at the 
rate of 1% per annum. The debt to the creditor banks, including National Bank, is collateraliaed by 
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substantially all of Southmark's real and personal property. The indebtedness of Southmark to 
National Bank was $5,740,000 at June 30, IMO and $6,885,000 at December 31, 1979, both of which 
amounts exclude the K000,000 which National Bank has conditionally agreed to cancel The dif- 
ference between the interest which National Bank would have earned on its loan to Southmark 
under original terms and rates and the interest recorded by National Bank amounted to $1,160,000 
for the six months ended June 30, 1980, $1,855,000 in 1979, $1,521,000 in 1978 and $1,195,000 in 1977. 

Fhim 1976 through June 14, 1979, National Bank discussed with Southmark the administra- 
tion by National Bank of certain transactions involving advances by Southmark. Southmark 
contended that National Bank had some financial responsibility to Southmark with respect to 
such transactions. National Bank charged $1,250,000 to 1976 earnings to provide for losses relating 
to such transactions. In March 1977, National Bank and Southmark entered into the First Settle- 
ment Agreement with respect to certain of the transactions. In connection with the Agreement 
National Bank acquired four assets from Southmark for a total cost of $12,713,000. Ilie cost exceeded 
the $11,374,000 fair value of the assets by $1,339,000. The $89,000 excess of such loss over the $1,250,000 
provided in 1976 was charged to 1977 earnings. 

The settlement in March 1977 did not resolve issues concerning certain transactions. In April, 
June, and September 1977, Southmark brought to the attention of National Bank additional 
transactions for which Southmark believed National Bank had some financial responsibility. 
In October 1977, National Bank and Southmark entered into a Second Settlement Agreement to 
resolve all but two of the existing disputes. In accordance with the Second Settlement Agreement, 
on December 30, 1977, National Bank (1) delivered to Southmark $8,000,000 face amount of South- 
mark notes for which National Bank had paid $5,240,000, (2) paid to Southmark $6,466,000 in cash, 
and (3) agreed to cancel $4,000,000 of the $15,000,000 Southmark indebtedness to National Bank 
(of which $1,920,000 had been previously charged off) when National Bank has been repaid all 
amounts due it by Southmark except for such $4,000,000. The book value of the assets transferred and 
indebtedness cancelled of $13,786,000 exceeded the $9,770,000 fair value of assets received by 
$4,016,000 which was charged to 1977 earnings. In connection with the Second Settlement Agree- 
ment, National Bank also agreed to return to Southmark any "additional interest" payments or 
equity participation in Southmark to which National Bank may otherwise have become entitled in 
the future under the terms of the new Term Loan Agreement, and agreed to waive the 1% interest on 
the $4,000,000 to be cancelled. National Bank also committed to make Southmark, at the final ma- 
turity of the Term Loan Agreement, $15,000,000 of non-recourse loans secured by earning loans at 
a 75% loan-to-value ratio. The interest rate on such loans would be 9%%, or the market rate for such 
loans on the final maturity date of the Agreement, whichever is lower. 

At December 31, 1977 the two disputes which were excluded from the Second Settlement Agree- 
ment were the subject of litigation between Southmark and third parties. National Bank estimated 
that the loss from such disputes would approximate $1,000,000 and charged $1,000,000 to 1977 fourth 
quarter earnings. During the fourth quarter of 1978, one of the two disputes was substantially re- 
solved. National Bank charged $150,000 against the reserve for loss in connection with the resolution 
of the dispute. In addition, during 1978 Southmark requested that National Bank refund manage- 
ment fees paid in 1974, plus interest, of approximately $614,000, and asserted claims of approximately 
$437,000 with respect to seven additional transactions identified in 1978. During 1978 National Bank 
provided $1,850,000 for losses related to Southmark, by charges to earnings, and at December 31, 
1978 the reserve for loss was $2,700,000. As of February 9, 1979, the date of the independent auditors* 
report on National Bank's consolidated financial statements for 1978, negotiations concerning 
possible settlement of disputes between National Bank and Southmark were continuing, and the 
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ultimate ]o« whkh Nsttooal Bank Bd^t incur at a raault of lueh nfotlattnna was not tiHD 



In Jun* 1979, National Bank enterad into a gncral lettlment agreama n t with SoaOmiark in 
whidi National Bank and Southmark exchanged gsneral releaaea, cxo^t that eedi did not xelaaie 
the other from any daima by third partiea nor from certain ezisting rrlationahlpa. In connection 
with the gneral lettlanent. National Bank paid $4,100,000 to Southmaric on Deoomber SI, 1911. 
National Bank alao reaffirmed the $15,000,000 loan commitment made in oomiectkm with a 1977 
aettloment agreement During the p^iod Januaiy 1, 1982 to Mardi 31, 196S, Soutfamaric may raqoixe 
National Bank to make firat mortgage loana, aggregating $15,000,000, on earning awati o< South- 
mark at no more than an 80% loan-to-value ratio. Such loans would amortiie over appradmatdy 
M years and bear interest at the lesser of 0%% or the market rate for such loana at the time of 
funding. At the time of funding, all other indebtedneas of Southmark to National Bank will be xepail 

In the first quarter of 1979 National Bank provided an additional $1,100,000 by diargss to 
earnings, which increaaed the reserve to $8300,000. In connection with the general setUement 
agreement, Southmark assigned to National Bank the proceeds from certain law autts wttti third 
parties. In the third quarter of 1979 National Bank received payments from theae partiea in tfas 
amount of $495,000. Such payments were credited to the reaerve increeaing it to $4^85,000. After 
payment of $4,100,000 to Southmark, the remaining reaerve for loaa at December 81, 1979 was 
$195,000, which management believed to be adequate for all known contingencies related to South- 
mark. During the quarter ended March 31, 1960, management reviewed its existing relatJonship 
with Southmark and concluded that a reaerve for loaa was no longer neceasary, and r e v erae d tfas 
r em a inin g r eas rv e to income. 



18. 

.In the normal course of business there are outstanding oommitmenta to extend credit and 
other commitments and contingencies vd&ich are not included in the flnanrial statementa. Among 
them were contractual commitments to extend credit; standby letters of credit of $15,644,000 at June 
30, 1960 and $13,749,000 at December 31, 1979; and residential mortgage loana aold with reoouras 
of $46,182,000 at June 30, 1980 and $46,782,000 at December 31, 1979. It is the opinion of management 
that any losses resulting from these conunitments and contingencies will not be material to the 
consolidated flnandal statements. See also Note 14 for information with reqpect to commitments 
and oontingendes resulting from transactions with Southmark. 

On July 19, 1978, a lawsuit was filed against National Bank and ita subaidiary. Holding Company, 
by the former owners of Ison Finance Corporation (Ison) seeking $5,250,000 in damages or resrissJnn, 
plus $500,000 litigation expenses and $5,000,000 punitive damages. The lawsuit concerned the May 
1974 merger of Ison into Holding Company. Prior to the merger, Ison was a privately owned oon- 
aumer finance business. The suit primarily alleged a failure of compliance with certain expresi 
representations and warranties of the acquisition agreement and alleged that there were miar^re- 
sentations concerning National Bank's financial condition, particularly between the date of the 
agreement in April 1973 and the closing in Mav 1974. At Febniarv 9. 1979, the date of the independent 
auditors' report oi^ National Bank's consolidated flnandal statementa for 1978, management was 
not able to estimate the outcome of this litigation. After consulting with legal counsel, management 
provided for the estimated liability and as of December 31, 1979 believed that the ultimate UaUUty, 
if any, in excess of the amount then provided would not materially affect National Bank'a con- 
aolidated financial position. In March 1980, National Bank entered into a aettlement agreement wlfli 
the former owners of Ison finance, and the amount provided as of December 81, 1979 was adequate 
to cover the aettlement 
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THE anZKNS AND SOUTHEBN NATIONAL BANK AND SUBSIDIABIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (ContfuMd) 

Various other daiins and law suits are pending against National Bank and its subsidiaries. It 
is the opinion of management, after consultation with legal counsel, that those claims and lawsuits, 
when resolved, will not have a material adverse effect on National Bank's consolidated finandal 
poaitiop. 

In December 19T7, National Bank received an order from the Securities and Exchange Com- 
missioQ for a private investigation of certain matters concerning National Bank's relationships 
with Southmark and certain public disclosures by National Bank about such relationships and 
National Bank's finandal position and results of operations. The inquiry as it relates to National 
Bank was proceeding at February 9, 1979, the date of the independent auditors' report on National 
Bank's consolidated financial statements for 1978, and management was unable to determine its 
outcome at that time; See Note 19 with respect to the subsequent resolution of this matter. 



It. 

Included in other operating income are the following: 

MZflMM 



bSO 



Year mAtd Deeember tl 
IfW IfTg itn 



(IB tbooauids) 

•ervlees $3,066 $5,956 $8^293 $3,879 

Tnsiirsnre premiums 2,351 4,826 4,699 4,462 

Reimburaement of coat of adviaory aervicea to 

Southmark (Note 14) — 293 2.042 2.788 

Other 9,488 11.298 10.014 10.4«2 

Total other operating income $14.925 $22.370 $22.048 $21,618 



Included in other operating expense are the following: 



Tor aaded December 81 



1879 1878 Itn 

Fees for profeaakmal aervicea $4,686 $9,142 $7,541 

Postage and freight 2,754 5.219 4.828 

SUtionery and auppUea 2.674 4,981 4,822 

Commnaieationa 2,373 4,432 4.123 

Advertlaing 2,008 3,460 3,217 

Provision for ktaaea related to Southmark (Note 14) (195) 1,100 1380 

Provision for loaaea related to unauthorized 

investment activittea — (733) 2,806 

Other 6.721 17.752 18.412 

Total other operating expenae $21.021 $45.303 $47.094 

17. Supplemental InlormatloB on the Effects of Changing Prices (Unaudited) 

In accordance with the requirements of Statement of Financial Accounting Standards No. 8S, 
Financial Reporting and Changing Prices (SFAS No. 33), National Bank and its subsidiaries haw 
compiled the financial data set forth below. These data give recognition to the changes in the 
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THE anZKNS AND SOVTHERN NATIONAL BANK AND SUB8IDIABIBB 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS— (CwiH—i<) 

relative purchasing power of the historical dollar units of measure applicable to the accounting 
periods presented. The restating numbers are generally referred to as constant dollar amounts 

One key concept in understanding constant dollar data is the distinction between monetary and 
nonmonetary asseU and liabilities. Monetary items are those asseU and Hahillties wfaidi an or 
will be converted into a fixed number of dollars regardless of general inflation. Bwrniplw of 
monetary items include cash, loans and deposits. Nonmonetary items, on the other hand, are those 
assets and liabilities which do not gain or loae general purchasing power solely as a result of genaral 
price changes, but are also affected by the relationships between specific prices for the items. The 
only significant nonmonetary assets owned by National Bank and its subsidiaries are premises and 
equipment and other reel estate. 

Calculation of the decline in purchasing power of net monetary assets hdd shown below is 
based on a theoretical concept. Under this concept, all monetary assets decrease in value at tiie rate 
of increase of the Consumer Price Index for all Urban Consumers (CPI) issued by the \J3. Dttptctir 
ment of Labor, and all monetary liabilities are reduced at that rate. In banks, monetary aaets 
exceed monetary liabilities; consequently, when the CPI is increasing, banks will show a decline in 
the purchasing power of net monetary assets. 

According to the provisions of SFAS No. 33, the only adjustment required to calculate 1979 
income before extraordinary credit adjusted fbr general inflation was to depreciation and amortiia- 
tion expense. The cost of premises and equipment was restated to average 1979 dollars baaed on 
acquisition dates. Depreciation and amortization expense was computed based on the restated cost 
Tlie excess of the r^ulting expense over the historical expense is reflected in the recondllation 
below. As required by SFAS No. 33, income taxes were not restated. 

Yaar sadcd Peceiber 11; IfTf 

Income befbre extraordinary credit, as reported $3B.7S1 

Leas adjustment to restate depreciaticm and am<Mlization expense for the 

effect of general inflation (historical dollar expense was $7,577,000; 

constant dollar expense w«s $11340,000) 4,371 

Income before extraordinary credit adjusted for general inflation $18,480 

Decline in purchasing power of net monetary assets held $ 7.307 
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THB anZKNS AND SOUTHEBN NATIONAL BANK AND J 
NOTES TO CONSOLIDATED FINANCIAL STAT9MBNTS— (CMittaMd) 

Hie second schedule shows a five-year comparison of selected supplementary finanrfai data in 
average 1979 dollars. These amounts were calculated by applying the average CPI to the historical 
data shown elsewhere in this report. 

Ywtf — d«d PwBwfcur 11 



Net interest income: 

As reported 

In average 1979 dollars 148,746 

Income before extraordinary credit: 

As reported 22,751 

baverace 1979 dollara (1)(2) 18,480 

Income before extraordinary credit 
per common share: 

As reported .79 

In average 1979 dollara (1) .64 

Net aaaeta (shareholders' equity) at year-end: 

As reported 221,061 

In average 1979 dollars (DCS) 282,238 

Decline in nurdnsing power of net monetary 



1979 


1078 

(bthOMi] 


1977 lilt 
ads. except per share) 


IfIS 


$148,746 
148,746 


$133,541 
137.450 


$112,059 $106364 
134.234 136.374 


$106,788 
144.014 



I (1) 7.307 

Cash dividends declared per common share: 

As reported $.06 $— $ J8 $.53 $ JS 

In average 1979 doUars .06 — .46 .66 .70 

ICarket price per common dure at jrear-end: 

As reported $6.13 $5.00 $4.63 $7.75 $6J6 

In average 1979 dollars 8.80 5^86 Ml yT 8.17 

Average Consumer Price Index 317.4 195.4 181.5 170J 161.3 

(1) Disclosure is not required for years prior to 1979 by SFAS No. 33. 

(3) See first schedule above. 

(3) Reported amount decreased by loss in purchasing power of net nxmetary assets and increased by restate- 
ment of nonmonetary assete to average 1979 dollars. 

A bank's asset and liability structure is substantially different firom that of an industrial com- 
pany, in that virtually all assets and liabilities of a bank are monetary in nature. Aeoordiii^. 
changes in interest rates may have a significant impact on a bank's performance. Interest rates do not 
necessarily move in the same direction, or in the same magnitude, as the prices of other goods and 
services. Reference to the various supplementary schedules shown elsewhere in this Proxy 
Statement will assist in the understanding of how well the bank is positioned to react to changing in- 
terest rates and inflationary trends. In particular, we direct attention to the analysis of net Interaet 
income, the maturity distribution and composition of the loan portfolio and the data on the In ter e st 
sensitivity of loans. Like any other analytical tool, constant doUar statements present only a partial 
picture and should not be viewed without reference to other financial and economic indicators. 

18. Snmmary of Quarterly Besolts of Opentloiis (Unandlted) 

Following is a summary of the results of operations by quarter for the first six months of 1900 
and the years 1979, 1978, and 1977. These quarterly results are unaudited; however, in the opinion 
of management all adjustments necessary for a fair presentation have been included. 

F-24 



Digitized by VjOOQ IC 



826 



AND fOUranif NATIONAL BANK AND 
NOnS TO CONSOUD ATB> fflNANCaAL 8TA1 




ti n n a_ 

(fcl1iiiili,«gtitfiri 



i iaomM $91,472 |N.tTT 

MiBlliitarwtliieoiiM 41.784 41,ns 

Provldon for ponibto CTBdtt loHii 8.000 4.000 

iDooaM bcftm iaxm and otlier itemi 18^627 18J71 

iDooaM before aecuriUM tranaectiotM 0.071 10^877 

NMIaeaine 7J87 11.861 

P«r Share: 

itrauaetkiu $ J8 $17 

J8 M 



toeoine $71,818 $74,100 $78,661 $6^178 

Nat intercat inoooM 18J18 18.888 17.186 16.718 

PrmrlAm for poariMe credM loawa 8.000 8.000 8.666 8.880 

faoone before taxes and other Itema 8.012 8.484 8,866 16J8I 

Income before securities transactions and 

extraordinary credit 8,740 8.874 8,116 8^ 

Nitbeome 8J00 ijM 6.668 iJOfl 

P«r Share: 

iDoone before securities transaetioBa and 

asEtrMwdinary credU $J0 $J1 $J1 $JI 

MM Ineaoie .18 J« H .18 

1878: 



ilneome $88,844 $61,848 $64J88 $78J74 

Nat Interest income 19.768 10.781 10.718 11.272 

Provision for possible credit losses 10.000 8.000 8.000 8.000 

beome before taxes and other Items 1.141 4.741 1,018 1.608 

Income before securities transactions and 

extraordinary credit 1,470 8.868 1.668 1.180 

N«tbeome 1.971 4.870 1,687 884 



fiMome before aecuritles transaetioBa and 

asEtrMwdinary credit $ .08 $ .14 $ .06 $ M 

Net Income JVl .18 M M 

1877: 

iDtarast Ineome $47,881 $80,701 $84,016 $67,854 

Net interest income 18.871 r.417 18.188 18.888 

Provision for possible credtt lossf^s 7.000 7.800 17,800 21.400 

Income (Loss) before taxea and other Itema 8.788 4.147 (7.187) (21.848) 

Income (Loss) before securities transactions 1.298 8.744 (2.186) (18.829) 

Net Income (Loss) 8.774 4.106 (X186) (18.486) 

Per Share: 

Income (Loss) before securities transactions $ .11 $ .18 $(.07) $(.47) 

Net Income (Loaa) 18 .14 (.07) (jtt) 

In the fourth quarter of 1978 a provision for an estimated loss of $2,806,000 was diarged against 
ineome in connection with unauthorized investment activities in National Bank's Money Manage- 
ment Department. The realized loss resulting from the disposition of the investments in 1979 was 
$1,873,000, and the excess provision was reversed to income in the second ($800,000) and third 
($183,000) quarters of 1979. 

Ptovisions for loss related to Southmark (see Note 14) were charged (credited) against income 
as follows: first quarter 1980— ($195,000); first quarter 1979 — $1,100,000; fourth quarter 1978 — 
$150,000; third quarter 1978 — $700,000; second quarter 1978 — $1,000,000; fourth quarter 1977— 
$1,016,000; third quarter 1977 — $4,000,000; first quarter 1977 — $89,000. 

Tbe provision for loan losses was increased in the third and fourth quarters of 1977. The effect 
of certain accounting changes on results of operations for the third and fourth quarters of 1977 is 
described in Note 2. 
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THE anZENS AND SOUTHEBN NATIONAL BANK AND SUBSmiABIES 
NOTES TO CONSOLIDATED FINANCIAL STATBBfKNTS — (Contiiuied) 

tk Snbaaywnt EvmA — Secnritiei and Byrhange CommJMUm iBJimctlv Actiaa 

As deacribed^ in pages 78 fhrough 76 elaewhere in this Proxy Statement under the heading 
"Securities and Exchange Commission Injunctive Action", the Securities and Exchange Commissicm's 
(SEC) private investigation (see Note 15) resulted in a consent settlement to a civil injunctive 
action filed in the UJS. District C^ourt for the Northern District of Georgia on October 21, 1980. 
National Bank, without admitting or denying the substantive allegations of the SEC's complaint, 
consented to the entry of the judgment and consent in this action. After consulting with legal 
counsel, it is management's opinion that liabilities, if any, in connection with this matter would 
not materially affect the consolidated financial position of National Bank and its subsidiaries. 
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Tan AmiMK WT amd Plav or Mbob (thli "AgrwnmO ^ ^Boadt and enterad into m of 
the 28th day of July, 1900, by and among Thb Crnzms amd Souihodi NATioirAL Bask, a na- 
tional banUng aHodatlon with its principal office in Atlanta, Georgia CTfatiooal BanlO, 
CRBBm AMD SouTHBor HounMo CoifPAMT, a corporation organixed and existing under the lanvs of 
the State of Georgia with its principal office in Atlanta, Georgia (''Holding Company^, Thb CnniHi 
AMD SouTBBQf DbKalb Bamk, a bank organised and existing under the laws of the State of Georgia 
with its principal office in DeKalb County, Georgia ca>eKalb'^, Thb Crixbmb amd S uirnu— baonr 
Bamk, a bank organized and existing under the laws of the State of Georgia with its principal oCBee 
in DdCalb County, Georgia C'Emory^, Thb Crizbmb amd Souihodi Bams or Pduow Comrrr, a 
bank organized and existing under the laws of the State of Georgia with its princ^ial oCBee in 
Fulton County, Georgia (Tulton**) , and C 6 S Imtbom National Bamk, a national banking aao- 
dation with its principal office in Atlanta, GeorgU COnterim Bank") . 



National Bank owns all of the outstanding shares of common stock of Holding Company, and 
Holding Company owns all of the outstanding shares of common stock of DeKalb, Eknory, lUton, 
and Interim Bank. The Boards of Directors of each of the parties hereto are of the opinion that it is 
in the best interest of each of the parties hereto and their respective shareholders that National 
Bank, DeKalb, Emory, and Fulton all be merged into and with Interim Bank and that the present 
shareholders of National Bank become shareholders of Holding Company as a result of such mergsr. 

Now, Trebbforb, in consideration of the mutual representations, warranties, covenants and 
agreements contained in this Agreement, the parties hereto agree as follows: 

SECTION 1 
DEFINITIONS 

As used in this Agreement, the following terms shall have the fbUowing meaningi respectivdy: 

1.1 "Agreement** shall mean this Agreement and Plan of Merger. 

1.2 ^DeKalb Stock" shall refer to the $10.00 par value common stock of DeKalb. 

1.3 "Effective Date" shall mean the date on which the Merger becomes effective pursuant 
to the laws of the United States of America and the laws of the State of Georgia, as determined 
by Section 4 of this Agreement 

1.4 "Emory Stock" shall refer to the $10.00 par value common stock of Emory. 

1.5 "Fulton Stock" shall refer to the $10.00 par value common stock of Fulton. 

1.6 "Holding Company Stock" shall reter to the $2.50 par value common stock of Holding 
Company. 

1.7 "Interim Bank Stock" shall refer to the $2.50 par value common stock of Interim Bank. 

1.8 "Merger" shall refer to the merger of National Bank, DeKalb, Emory, and Fulton into 
and with Interim Bank as provided in Section 2.1 of this Agreement 

1.9 "Merging Banks" shall refer collectively to National Bank, DeKalb, Emory, and Fulton. 

1.10 "National Bank Stock" shall refer to the $2.50 par value common stock of National 
Bank. 
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SECTION 2 
OF 

2.1 Consummation of Merger. On the Effective Date, the Merging Banks shall be merged into 
and with Interim Bank in accordance with the provisions of Title 12, United States Code, Section 
219a and the provisions of Section 41A-2507 of the Financial Institutions Code of Georgia. Interim 
Bank shall be the receiving association and the surviving bank of the Merger and shall continue to 
exist and to be governed by the laws of the United States of America. On the Effective Date, Interim 
Bank shall cause its Articles of Association to be amended so that the name of Interim Bank from 
and after the Effective Date shall be "The Citizens and Southern National Bank.** 

2.2 Manner of Converting Shares, On the Effective Date, Holding Company shall be the record 
and beneficial holder of 80,000 shares of Interim Bank Stock, and no other shares of Interim Bank 
Stock shall be issued and outstanding prior to consummation of the Merger. All of such shares of 
Interim Bank Stock held by Holding Company shall be imaffected by the Merger and shall conthiue 
to exist as issued and outstanding shares of common stock of Interim Bank. The manner and basis 
of converting the shares of common stock of each of the Merging Banks upon consummation of the 
Merger shall be as follows: 

(a) In consideration for the merger of National Bank into and with Interim Bank, each 
share of National Bank Stock issued and outstanding on the Effective Date shall, as of the 
Effective Date, by virtue of the Merger and without any action on the part of the holder thereof, 
be converted into and exchanged for one share of Holding Company Stock, resulting in the 
receipt in the aggregate of not more than 28,824,189 shares of Holding Company Stock by the 
shareholders of National Bank. 

(b) In consideration for the merger of DeKalb into and with Interim Bank, all of the 
shares of DeKalb Stock issued and outstanding on the Effective Date shall, as of the Effective 
Date, by virtue of the Merger and without any action on the part of the Holder thereof, be 
converted into and exchanged for 3,640,000 shares of Interim Bank Stock. 

(c) In consideration for the merger of Emory into and with Interim Bank, all of the shares 
of Emory Stock issued and outstanding on the Effective Date shall, as of the Effective Date, by 
virtue of the Merger and without any action on the part of the holder thereof, be converted 
into and exchanged for 6,960,000 shares of Interim Bank Stock. 

(d) In consideration for the merger of Fulton into and with Interim Bank, all of the shares 
of Fulton Stock issued and outstanding on the Effective Date shall, as of the Effective Date, by 
virtue of the Merger and without any action on the part of the holder thereof, be converted 
into and exchanged for 3,240,000 shares of Interim Bank Stock. 



2.3 Issiumce of Interim Bank Stock to Holding Company. In consideration for the : 
by Holding Company of one share of Holding Company Stock for each share of National Bank 
Stock issued and outstanding on the Effective Date, as provided in paragraph (a) of Section 2.2 
of this Agreement, Interim Bank, on the Effective Date, shall issue to Holding Company 22,080,000 
shares of Interim Bank Stock. 

2.4 Coticellotion of Holding Company Stock Held by National Bank. As a result of the Merger, 
Interim Bank shall acquire all of the issued and outstanding shares of Holding Company Stock now 
held by National Bank. Inunediately following consummation of the Merger, Interim Bank shall 
distribute all of such shares of Holding Company Stock to Holding Company and all of such shares 
shall thereupon be cancelled by Holding Company. 
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15 Stock Optiotu and Stock Apprtdatkm Bightt. On the Ittaettve Dtte, Holding GonpaBj 
ihaU mooeed to aU righti, intvwti, and obUgationf of National Bank muter National Bank's Non- 
qualiflad Stodc Option and Stodc Appractetion Riihta Plan (ttia 'Tlan'*). On or ai aoon ai prac^ 
aftar ttia USactiva Data, Holding Company shall lubttituta stock options and stock appradatfcn 
rights grantad undar ttia Plan ("Substituta Option^) lor all stock options and stodc sppradaUflB 
rights grantad by National Bank and outstanding on ttia Iffaottva Data, wfastbor aacircisifait or 
not, pursuant to ttia Plan (*7«ational Bank Options") . Tha Substttuta Options shall ba stodc < 
and/or stock qn^radation rights to purehasa sharas of Holding Company Stock on tha i 
and conditions as providad in the Plan. Undar tiie Substituta Options, each holder of a Nsftlonal 
Bank Option as of ttie BfCaettva Data shall have tiia right to purdiasa tha number of sham of 
Holding Company Stock and/or to receive payment for ttie value of stock appradation rights 
covered by such holder's National Bank Option. The price for each share of Holding Con^any 
Stock under each Substitute Option shall be ttie same price as the price provided lor shares of 
National Bank Stock under the National Bank Option. 

16 Diuenting Shareholder* of National Bank, Any holder of sharea of National Bank Stock 
who votes against or dissents from the Merger in accordance with the provisions of Tltte 12, 
United States Code, Section 215a, and who deUvers to Interim Bank, within thirty days aftar Htm 
Effective Date, written demand for the value of the shares of National Bank Stock held by such 
holder as of the Effective Date shall be entitled to receive from biterim Benk in cash tiie value of 
such shares as determined pursuant to Title 12, United States Code^ Section 215a; providad, 
however, that no such payment shall be made by Interim Benk to any dissenting shsrsholder unless 
and until such dissenting shareholder has surrendered to Interim Benk the certificata or csrtUI- 
cates representing th^ shares for which such payment is being made. The sharea of Holding 
Company Stock that any such dissenting shareholder would be entitled to retain if he had not 
requested such payment shall be sold by Interim Bank, and Interim Bank shall have tiie right 
to purchase any of such shares for the purpose of reselling such shares within thirty days tfaereefler 
to such person or persons and at such price not less than the par value thereof as tiie Board of 
Directors of Interim Bank may determine. If such shares are sold at public auction at a psioe 
greater than the amount paid to any such diiawitlng shareholder, the excess in sudi safe psioe 
shall be paid to such dissenting shareholder. 

2.7 Stock Certificatei Reprcgenting Sharea of Holding Company Stock. On the ECBect lv a Date, 
Holding Company shall issue to the shareholders of National Bank the shares of Holding Conipany 
Stock into which the shares of National Bank Stock have been converted and ezdianged aa pro- 
vided in paragraph (a) of Section 2.2 of this Agreement Holding Company, however, diaU not 
issue any stock certificates to evidence such shares of Holding Company Stock. Instead, tiie certifi- 
cates representing the shares of National Bank Stock issued and outstanding immediately prior to 
the Effective Date shall, upon and after consummation of the Merger, repr ea ent tiie ahares of 
Holding Company Stock for which such shares of National Bank Stock were ezdianged on ttie 
Effective Date as provided in this Agreement. After the Effective Date, eadi outstanding certifleate 
that represented shares of National Bank Stock prior to the Effective Date shall be deemed lor aU 
corporate purposes to evidence the ownership of the shares of Holding Company Stodc into wtUk 
siich shares of National Bank Stock have been converted and exdianged aa provided In ttda 
Agreement. 

2.8 Exchange of Stock Certificatet Representing Sharea of DeKaXb Stock, Emory Stock, and 
Fulton Stock. As soon as practicable after the Effective Date, Holding Company, the holder of aU 
shazes of DeKalb Stock, Emory Stock, and Fulton Stock, shall surrender the certiflcatee repre- 
senting such shares to Interim Bank and shall receive in exchange therefor a certificate or certifi- 
cates representing the number of shares of Interim Bank Stock into which the shares of DeKalb 
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Stock, Bmofy Stock, and Fulton Stock have been converted and exchanged aa provided in Section 
2^ of thia Agreement After the Effective Date, each outstanding certificate that represented 
sharea of DeKalb Stock, Emory Stock, and Fulton Stock prior to the Effective Date shaU be deemed 
tat all corporate purposes to evidence the ownership of the shares of Interim Bank Stock into 
wUdi such shares of DeKalb Stock, Emory Stock, and Fulton Stock have been converted and 
exchanged as provided in Section 2J2 hereot 

SBCnONS 
EFFECT OF BIEBGEB 

8.1 Biuineas of Interim Bank, The business of Interim Bank from and after the Effective Date 
shall be that of a national banking association organized under t^e laws of the United States of 
America. Such business shall be conducted by Interim Bank atiits main office which shall be 
located at 300 Bull Street, Savannah, Georgia 31401, and at its legally established branches, which 
shall include the main offices and individual branches, whether in operation or approved but 
unopened, of each of the Merging Banks on the Effective Date. 

8.2 Articles of Association. Interim Bank shall cause its Articles of Association to be amended 
on the Effective Date so that the name of Interim Bank from and after the Effective Date shall be 
dianged to *The Citizens and Southern National Bank". The Articles of Association of Interim 
Bank, as so amended, shall continue in full force and effect after the Effective Date as the Articles 
of Assodation of Interim Bank, as the receiving association and surviving bank of the Merger. A 
copy of such Articles of Association is attached to this Agreement as Exhibit A and made a part 
hereol 

8.3 CopitoZ Stock. Upon completion of the Merger, the amount of capital stock of Interim 
Bank shall be $90,000,000, consisting of 36,000,000 shares of common stock of the par value of $2JM) 
per share. In addition, upon completion of the Merger, Interim Bank shall have surplus of $29,400,000 
and undivided profits, including capital reserves, which when combined with the capital and surplus 
will be equal to the combined capital structures of Interim Bank and the Merging Banks as set forth 
on Exhibit B attached to thia Agreement, adjusted, however, for normal earnings and expenaas 
between December 81, 1979 and the Effective Date. 

8.4 AMtumption of RighU and lAabiUtiea. On the Effective Date, the corporate existence of 
each of the Merging Banks shall be merged into and continued in Interim Bank, aa the surviving 
bank and receiving association of the Merger, and Interim Bank shall be deemed to be the same 
corporation as each of the Merging Banks. All rights, franchises, and interests of the Merging 
Banks in and to every t3rpe of property (real, personal, and mixed), and all choses in action of 
each of the Merging Banks shall be transferred to and vested in Interim Bank by virtue of tiie 
Merger without any deed or other transfer. Interim Bank, upon consummation of the Merger and 
without any order or other action on the part of any court or otherwise, shall hold and enjoy all 
ri^ts of property, frandiises, and interests, including appointments, designations, and nominations, 
and all other ri^ts and interests as trustee, executor, administrator, registrar of stocks and bonds, 
guardian of estates, assignee, receiver, and committee of estates of lunatics, and in every other 
fiduciary capacity, in the same manner and to the same extent as such ri^ts, franchises, and 
interests were held or enjoyed by any one of the Merffin« Banks at the time of the Merger, subject 
to the oooditions in^xwed by Title 12, United States Code^ Section 218a. 

ZA Offieert, Employees, and Dtrtetorg. The officers and employees of Interim Bank immedi- 
ately following ttie Merger shall include, among others, the officers and empk>yees of each of the 
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Merging Banki imimwltotdy befora tti* Ittaettvn Date. The Bond of Dlrecton of IiitaElm Bank 
Immediately foUowing tha Merger shall be compoted of the followliig memben, eedi of whom 
■hall aerve until hia respective au cceia or is elected and qualified or until a new Board of Diieetan 
is dected by the sharehdldera of Interim Bank as provided in its Articles of AasnctatJan or 9y-LBwa 
or as provided by law: 

A. Pratt Adams. Jr. J. ErsUne Love, Jr. 

Roberts. Argo John W. Mclntyre 

W.T.Beebe JohnaPoelker 

Bennett A. Brown John C. Portman 

Henry T. Collinsworth S. B. Rymer, Jr. 

John D. Comer William W. Sprague, Jr. 

Edward S. Elson Howard & Starks 

L.L.Gellerstedt,Jr. BenJ.Tarbutton. Jr. 

R Dan Handley, Jr. Hugh M. Tarbutton 

Harley Langdale, Jr. Robert P. Timmerman 

SECTION 4 

EFF E CTIVE DATE OF MEBGEB 

Tlie Merger shall become effective at the time specified in a certificate to be issued by tiie 
Comptroller of the Currency of the United States under the seal of his Office. 

SECTION 5 

CONDITIONS TO CONSUMMATION OF MEEGEB 

The obligations of Interim Bank and the Merging Banks under this Agreement to consummate 
the Merger are subject to the fulfillment prior to or on the Effective Date of the following conditiona: 

5.1 Regulatory Approixil. The appropriate federal and state benk regulatory agendea shall 
have approved the Merger as required by the laws of the United States of America and the State 
of Georgia, and Interim Bank shall have been authorized to establish and operate bank offices or 
branches at each and all locations at which each of the Merging Banks presently operate bank 
offices or branches. 

5.2 Change of Name of Interim Bank. The Articles of Association of Interim Bank shall have 
bieen amended on the Effective Date to change the name of Interim Bank to 'The Qtisens and 
Southern National Bank" 

5.3 Stockholder Approval This Agreement and the Merger shall have beeil approved by tiie 
affirmative vote of the holders of at least two-thirds of the outstanding shares of National Bank 
Stock entitled to vote thereon. In addition, the Board of Directors of Holding Company shall not 
have any reason to believe that the holders of more than five percent (5%) of the issued and 
outstanding shares of National Bank Stock will seek to comply with the requirements for dissenting 
shareholders contained in Title 12, United States Code, Section 215a. Thia Agreement and the 
Merger also shall have been approved by Holding Company, as the holder of all of the issued and 
outstanding shares of DeKalb Stock, Emory Stock, Fulton Stock, and Interim Bank Stodc 

5.4 Registration of Sharea. Holding Company shall have filed with the Securities and Sxehange 
Commission a Registration Statement on Form S-14 under the Securities Act of 1988, as amended, 
covering the shares of Holding Company Stock to be issued in exchange for shares of National 
Bank Stock upon consummation of the Merger, and such Registration Statement shall have 
become effective. 
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5A Tax RuUng. Holding Company, Interim Bank, and the Merging Banks shall have received 
rulings frran the United States Internal Revenue Service substantially to the effect that (i) the 
Merger constitutes a reorganization within the meaning of Section 368 and related sections of the 
Internal Revenue Code of 1954, as amended, and Holding Company, Interim Bank, and each of 
the Merging Banks will be "a party to the reorganization" within the meaning of Section 868 of 
ttie Internal Revenue Code, as amended, and (ii) no gain or loss shall be recognized by any 
ffii«it**'*M^ of National Bank upon receipt of Holding Company Stock as a result of consummation 
of the Merger or as a result of any other transactions contemplated by this Agreement, except 
with respect to cash payments to shareholders of National Bank who exercise their right to diaent 
frran the Merger and receive payment for their shares of National Bank Stock under the qn>licable 
provisions of Title 12, United States Code, Section 215a. 

SECTION 6 
ABIENDBIENTS AND WAIVERS 

6.1 Amendments, At any time before or after approval of this Agreement by the respective 
shareholders of the parties hereto, this Agreement may be amended, modified or supplemented in 
writing in such manner as may be approved by the Boards of Directors of each of the parties 
hereto; provided, however, that no such amendment, modification, or supplement shall be made 
that affects the rights of the shareholders of National Bank in a manner that is materially advene 
to theuL 

6.2 Waivers. Any party to this Agreement, acting through its Board of Dhrectors, shall have 
the right at any time to waive any or all of the conditions precedent to the consummation of the 
transactions contemplated by this Agreement, except any condition that, if not satisfied, would 
result in the violation of any law or applicable governmental regulation. 

SECTION 7 

TEBBONATION 

Notwithstanding any other provisions hereof, this Agreement and the Merger may be termi- 
nated and abandoned pursuant to action taken by mutual agreement of the Boards of Directors of 
the parties hereto at any time before the Merger becomes effective, whether before or after the 
approval of this Agreement and the Merger by the shareholders of National Bank. 

SECTION 8 
MISCELLANEOUS 

8.1 Entire Agreement. This Agreement embodies the entire agreement and understanding 
between the parties hereto with respect to the subject matter hereof and supersedes all prior 
agreements and understandings relating to such subject matter. 

8.2 Govermng Law. This Agreement shall be governed by and construed and enforced in 
accordance with the laws of the State of Georgia, except to the extent that the laws of the United 
States of America apply to consummation of the Merger. 

8.3 Headings. The headings in this Agreement are for convenience only and shall not affect 
the construction or interpretation of this Agreement 

8.4 Counterparts, This Agreement may be executed in several counterparts, each of which 
shall be deemed an original instrument, but all of which together shall constitute one and the 
same instrument 
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In WtaOEM Wnoor, tti* partitf haralo hBvie omnd Hito Agrwmsnt and Plan of 
to ba duly Mnentod and ddivwad ai of ti» data flrat abow wrItfeKL 



/a/ Hiaow S. MAfrfTni.iif, Ji. 



[COVOBAXI SlAX.] 



/s/ Luaujc A. Rakbtiaw 
SecrcUiy to Board ol Direeton 

[Sbal or Bamk] 

/a/ A. Pkatt Adams, Ja. 

APRATTADAMaJR. 



/s/ RoBPT E. Aaoo 
ROBERT B.AROO 



/a/ W. T. 
W.f.Bnft* 



/a/ BiMNcri' A Bbowm 
I^njtitabroWn 



/a/ Hnnnr T. CoL uuBw oaT H 



HENRY T. COLLINSWORTH" 
/a/ JoHW D. CoaiBi 



JOHN D. COMER 
/a/ EowAiD E. ELaow 



EDWARD B.mS^ 
/a/ L. L. GnutasTPT, Ja. 



L, L. GELLERSTEDT, JR. 

/a/ R. Pah Hawdlkt, Ja. 
RDANHANDLEY.JR 



/a/ Harlky LAWODALg, Ja. 
HARLEV LANGD ALB. JR." 



By: 



r Houon OoafPAirr 

/a/ Jomrai 



ThB CmiBia AMD SOUTHBOr NATIOir AL 

By: /a/ JomrW.McIwmB 



/a/ J. KaamiK Love, Ja. 
J.ER8KINEL0VE.J& 



/a/ JoHW W. Mdimna 
JOHN W. IfcINTyRB 



/a/ JoHwS. 



/a/ JoHw C. PoaaMAM 

JOHN C PORTMAN 



d.b.RYMER.J& 



/a/ William W. SfaAOOi, Ja. 
WlLLlAM W. SPRAOUE. JR. 



/a/ HowAiD S. Sta>k8 
— HOWARD a tfrAfi B" 



/a/ Ban J. TAaaOTTO w, Ja. 
BkNJ.TARBUTT(Hf.JR 



/a/ HuczH M. TAnunmr 
ttUGHM.l'Akftu1ft<>N 



R6feteR»p.Tnod«kAi# 



Directors of The Citizens and Southern 
National Bank 
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Tte CRiBm aud SoDTBmr DkKau 
By: /a/ W. D. 



/■/ g J. Hnx^ JtL 





BMivtexy 


[Sbaloi 


rBAinc] 




/s/ W. D. Sdhubi 


/s/ JobW.Rocbm 


/«/ Rot B. HoiXAiiD, Jb. 



/a/ Jim R. Cook 



/a/ THOBgAS F. Fqbkhi 



A Majority of the Directon of 
The Citizena and Southern DeKalb Bank 



Tte CmzBm aud SoimBDr Bmobt Bamx 
By: /■/ BfanmBi. Auragr, Jb. 



Afmr: 



/a/ Loum A. MAwnr 



S«cietaiy 
[SBALorBAinc] 

/a/ WnxiAM C, THOMWcar, Ja. 

/■/ W. HAaan Mnnaa 

/a/ Moaan B. Pgaca 



/a/ Jomr S. Tboasmav 



l%l Llotp T. WmTAKaa 



/a/ Bar Komaa, Ja. 



/§/ Hamnr T. WnxiAMB 



/a/ IJAacua M. Moaan 



/a/ Daltow Scott 



/a/ WniiAM M. Mathib 



/a/ Julian J. Ajtawat 



M 



S. Rtav 



/a/ JOHIT A. PmCHBACK 



/a/ HxicBB B. HnxiABB 



/a/ Roaaar L. GAamta 



A Majority of the Directora of 
The Citiaena and Southern Emory Bank 
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Tn CmBEMB AMD 

FuLRni CuuMi 1 



/«/ Air P. Wa 



[SiALorBAinc] 



l%l HppgQw D. WnnLKT 



/g/ RowALD W. Amr 



/a/ GrMrrof Patwoc, Jb. 



/a/ FbP J. SCHWAKMMIK, Jl. 



/a/ Louis J. FowDiTA 



/a/ G. B. Bahw 



l%l Donald M. Tollbboii 



/a/ A. R Rtaiw 



/»/ 



L.HALB 



/a/ Gbobbb W. Pattow, Jb. 



/a/ Dabbt T. Cokp 



/a/ Hamu> a. B« 



/a/ Huwoir D. WmiigT 



A Majority of the Directora of 
The Citizens and Southern Bank of Fulton County 



C 6 S iMTBoic National Bank 
By: /a/ John W. Mclwmg 



Amsr: 

/s/ Lucnx* A. Rakesibaw 

Secretary 

[Seal or Bank] 

/s/ Bewncit a. Bbown 

/s/ Henry T. CoujNSWoinH 



/a/ Johns. 



/a/ John W. MclNTraE 



A Majority of the Directora of 
C 6 S Interim National Bank 
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STATE OF GEORGIA) 

) SS: 
COUNTY OF FULTON) 

On this 15th day of July, 1980, before me, a Notary Public for the State and County aforesaid, 
personally came John S. PoiLaat, as President, and Harold S. Malcolm, Jr., as Secretary, of CitiiEens 
and Southern Holding Company, a Georgia corporation, and each in his said capacity acknowledged 
the foregoing instrument to be the act and deed of said corporation and the seal afiSxed thereto to 
be its seaL 

Wmnss my official seal and signature this day and year aforesaid. 

(Seal of Notary) /s/ FRAmoB S. Hmrm 

Notary Public 

Notary Public, Georgia, State at Large 
My Commission Expires Oct. 8, 1980 



STATE OF GEORGIA) 

) SS: 
COUNTY OF FULTON) 

On this 15th day of July, 1980, before me, a Notary Public for the State and County aforesaid, 
personally came John W. McIntyre, as President, and Lucillb A. Rakesthaw, as Secretary, of The 
Citizens and Southern National Bank, and each in his said capacity acknowledged the foregoing 
instrument to be the act and deed of said association and the seal affixed thereto to be its seal; and 
came also A. Pratt Adams, Jr., Robert E. Argo, W. T. Beebe, Bennext A. Brown, Henht T. Colldib- 
woRTH, John D. Comer, Edward E. Elson, L. L. Gellerstedt, Jr., R. Dan Handuet, Jr., Harlby Lani^ 
DALE, Jr., J. Erskine Love, Jr., John W. McIntyre, John S. Poelker, John C. Portman, Wiluam W. 
Spraguk, Jr., Howard S. Starks, Ben J. Tarbutton, Jr. and Hugh M. Tarbutton, being a majority of 
the Board of Directors of said association, and each of them acknowledged said instrument to be 
the act and deed of said association and of himself as director thereof. 

Witness my official seal and signature this day and year aforesaid. 

(Seal of Notary) /s/ Frankie S. Htjnter 

Notary PubUc 

Notary Public, Georgia, State at Laifls 
My C5ommission Expires Oct 8, IMD 
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STATI OP QIOBGIA) 

) S8: 
COUNTY OF DKKALB) 

On thb Srd daj of July, 1960, before me, a Notary PubUe lor the Stale and County i 
penonally came W. D. SminB, as Praaident, and G. J. Hul, Jb., as Secretary, of TIm Ctttaans and 
Soatfaem DeKalb Bank, and each in his said capacity acknowledged the forefolng instnmmt to 
be the act and deed of said bank and the seal affixed tfaeteto to be its seal; and came also Jni R. 
Cook, Tbomab F. Fataaaai, Rot B. Hollamd, Ja., and Job W. Rogbs being a majority of the Board of 
Directors of said bank and each of them admowledged said instrument to be the act and deed of said 
bank and of himself as director thereol 



I my official seal and signature this day and yeer aforesaid. 



(Seal of Notary) Notary Public 



Notary Public, Georgia, SUte at Large 
My Commissinn Expires December 28, 1961 



STATE OF GEORGIA) 

) SS: 
COUNTY OF DEKALB) 

On this 28th day of July, 1980, before me, a Notary Public for the SUte and County afBresaid, 
personally came Mnmnrj. Aumnr, Ja., as President, and Louob A Mahxht, as Secretary, of The 
Citizens and Southern Emmy Bank, and each in his said capacity acknowledged the for^poing in- 
strument to be the act and deed of said bank and the seal affixed thereto to be its seal; and came also 
JoBir S. T&DAOBAU, Llotd T. Wrrakbi, Bin Komat, Ja., Mabcdb M. Mbntn, Willzaic L. Maibb, 
FtaniLL S. Rtan, Hxtgh E. Hzllakd, Robbkt L. Gabos, Wxxxiam C. T ao B wro w, Ja., W. Habbis IfnrfBa, 
MoBBB B. PmcB, Henbt T. Williams, Daltor Soorr, Julian J. Attawat and Jomr A Pdicbback 
being a majority of the Board of Directors of said bank and each of them acknowledged said instru- 
ment to be the act and deed of said bank and of himself as director thereof. 



WmiBss my official seal and signature this day and year aforesaid. 



/s/ Fayb H. WmrwoaTH 



(Seal of Notary) Notary PubUc 



Notary Public, Georgia, State at Large 
My Commission Expires December 29, 1960 
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STATE OF GEORGIA) 

) SS: 
COUNTY OP FULTON) 

On this 18th day of July, 1980, before me, a Notary Public for the State and County aforesaid, 
personally came Hudson D. WHrnjET, as President, and Ann P. Wagd, as Secretary, of The Citizens 
and Southern Bank of Fulton County, and each in his said capacity acknowledged the foregoing 
instrument to be the act and deed of said bank and the seal affixed thereto to be its seal; and came 
also BoNALD W. Allkn, G. B. Bardi, Harold A. Benson, Darby T. Coder, A. R. Evans, Louis J. Fortuna, 
Crowdkr L. Hale, Griffin Patrick, Jr., George W. Patton, Jr., Fred J. Schwasmmxb, Jr., DoirALD 
M. Tollbson and Hudson D. WmrLsr being a majority of the Board of Directors of said Bank, and 
each of them acknowledged said instrument to be the act and deed of said bank and of himself as 
director thereof . 



Wmness my official seal and signature this day and year aforesaid. 



/s/ BfoujE L. Brtow 



(Seal of Notary) Notary Public 



Notary Public, Georgia, State at Large 
My Commission Expires October 25, 1982 



STATE OF GEORGIA) 

) SS: 
COUNTY OF FULTON) 

On this 17th day of July, 1980, before me, a Notary Public for the State and County aforesaid, 
personally came John W. McInttre, as President, and Luollb A. Rakestraw, as Secretary, of CftS 
Interim National Bank, and each in his said capacity acknowledged the foregoing instrument to 
be the act and deed of said association and the seal affixed thereto to be its seal; and came also 
Bbnmrt a Brown, John S. Poblker, Henry T. Colunsworth and John M. McIntyre being a 
majority of the Board of Directors of said association, and each of them acknowledged said 
instrument to be the act and deed of said association and of himself as director thereof. 

Witness my official seal and signature this day and year aforesaid. 

/s/ Frankie S. Hunter 



(Seal of Notary) Notary Public 



Notary Public, Georgia, State at Large 
My Commission Expires October 8, 1980 
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EXCERPTS FEOM THE NATIONAL BANK ACT 
BELATING TO DISSENTING SHABEHOLDEBS 

12 UNITED STATES CODE, SECTION 215»(b) 

Dissenting shareholders 

(b) If a merger shall be voted for at the called meetings by the necessary majorities of the 
shareholders of each association or State bank participating in the plan of merger, and thereafter 
the merger shall be approved by the Comptroller, any shareholder of any association or State bank 
to be merged into the receiving association who has voted against such merger at the meeting of 
the association or bank of which he is a stockholder, or has given notice in writing at or prior to 
such meeting to the presiding officer that he dissents from the plan of merger, shall be entitled to 
receive the value of the shares so held by him when such merger shall be approved by the Comp- 
troller upon written request made to the receiving association at any time before thirty days 
after the date of consummation of the merger, accompanied by the surrender of his stock certificates. 

12 UNITED STATES CODE, ACTION 215a(c) 

Valuation of shares 

(c) The value of the shares of any dissenting shareholder shall be ascertained, as of the effec- 
tive date of the merger, by an appraisal made by a committee of three persons, composed of (1) one 
selected by the vote of the holders of the majority of the stock, the owners of which are entitled to 
payment in cash; (2) one selected by the directors of the receiving association; and (3) one selected 
by the two so selected. The valuation agreed upon by any two of the three appraisers shall govern. 
If the value so fixed shall not be satisfactory to any dissenting shar^older who has requested 
payment, that shareholder may, within five days after being notified of the appraised value of his 
shares, appeal to the Comptroller, who shall cause a reappraisal to be made which shall be final and 
binding as to the value of the shares of the appellant. 

12 UNITED STATES CODE, SECTION 215a(d) 

Application to shareholders of merging associations: 

Appraisal by Comptroller; expenses of receiving association; 

sale and resale of shares; State appraisal and merger law 

(d) If, within ninety days from the date of consummation of the merger, for any reason one 
or more of the appraisers is not selected as herein provided, or the appraisers fail to determine the 
value of such shares, the Comptroller shall upon written request of any interested party cause an 
appraisal to be made which shall be final and binding on all parties. The expenses of the Comptroller 
in making the reappraisal or the appraisal, as the case may be, shall be paid by the receiving asso- 
ciation. The value of the shares ascertained shall be promptly paid to the dissenting shardiolders 
by the receiving association. The shares of stock of the receiving association which would have been 
delivered to such dissenting shareholder had they not requested payment shall be sold by the 
receiving association at an advertised public auction, and the receiving association shall have the 
right to purchase any of such shares at such public auction, if it is the highest bidder therefor, for 
the purpose of reselling such shares within thirty days thereafter to such person or persons and at 
such price not less than par as its board of directors by resolution may determine. If the shares are 
sold at public auction at a price greater than the amount paid to the dissenting shareholders, the 
excess in such sale price shall be paid to such dissenting shareholders. The appraisal of such shares 
of stock in any State bank shall be determined in the manner prescribed by the law of the State in 
such cases, rather than as provided in this section, if such provision is made in the State law; and 
no such merger shall be in contravention of the law of the State under which such bank is incorpo- 
rated. The provisions of this subsection shall apply only to shareholders of (and stock owned by 
them in) a bank or association being merged into the receiving association. 
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THE CRIZim AMD SODTHBIN NATIGNAL BANK 
AMENDED ABTICXIS (NT ASSOOAXlOlf 

FIBST. TlM title of this AiMdatkm ihaU be The atisens and Southern Natkvial Ba^ 

SBCGND. Tht main office of the Aaaodatioii ihall be in Savannah, Oounty of Chatham, Stale 
of Georgia. Tlie general businen of the Aaaodatlon ihall be conducted at ita main oftiee and at tti 
branchei. Tlie Board of Dizecton of thia Aaaodation ihall have the poww to change the locatloB 
of the main office of this Aaaodation to any other place within the corporate limita of Sa:vaiuiaht 
Chatham County, Georgia, without the approval of the ■hareholdera but lubject to the approval 
of the Comptroller of the Currency. The Board of Director! alao thall have the poww to eafahlfah or 
change the location of any branch or branches of the Association to any other locatioii, withoiit ttie 
approval of the shareholders but subject to the approval of the Comptroller of the Currency. 

THIRD. The Board of Directors of this Assodation shall consist of not less than five (5) nor 
more than twenty-five (25) shardiolders, the exact number ol directors within audi minlimnn 
and tw^mimi limits to be fixed and determined from time to time by resolution of a majority of 
the full Board of Directors or by resolution of the shareholders at any annual or spedal meeting of 
shardiolders. Unless otherwise provided by the laws of the United States, any vacancy in the 
Board of Directors for any reason, including an increase in the number of directors, may be flDed 
by action at the Board of Directors. A majority of the Board of Directors shall be neoeaeaiy ts 
constitute a quorum for the transaction of business. 

FOURTH. The annual meeting of the shareholders for the election of directors and the trans- 
action of whatever other business may be brought before such meeting shall be held at the main 
office of this Association or at such other place as the Board of Directors may designate, on the day 
of each year specified tor such meeting in the By-Laws of the Association, but if no dectioa is bald 
on that date, it may be held on any subsequent day according to the provisions of law. All eleetioiiB 
shall be held according to such lawful regulations as may be prescribed by the Board of Diredaca. 

Nominations for election to the Board of Directors may be made by the Board of Directors or 
by any shareholders entitled to vote for election of directors. Nominations, other than thoae made 
by or on behalf of the existing management of the Association, shall be made in writing and shall 
be delivered or mailed to the President of the Aaaodation and to the Comptroller at the Currency, 
Washington, D. C. not less than fourteen (14) days nor more than fifty (80) days prior to any 
meeting of shareholders called for the election of directors; provided, however, that if leas than 
twenty-one (21) days' notice of the meeting is given to shardiolders, sudi nominationa diall be 
mailed or delivered to the President of the Associati(» and to the Comptroller of the Currenqr 
not later than the dose of business on the seventh day following the day on whidi notioe of the 
meeting waa mailed. Such notification shall contain the following information to the extant 
known to the notifying shareholder: (a) the name and address of each proposed nominee; (b) the 
principal occupation of each proposed nominee; (c) the total number ol sharea of capital stock ol 
the Aaaodation that will be voted for each proposed nominee; (d) the name and residence addreas 
of the notifying shareholder; and (e) the number of shares of capital stock ol the Asapdation owned 
by the notifying shareholder. Any nominations for the Board of Directors not made in acoordanoa 
herewith may be disregarded by the Chairman of the meeting of shareholders and votes cast far 
each such nominee may be disregarded by the vote tellers. In the event the same person is nooiip 
nated by more than one shareholder, the nomination shall be honored and all sharea ahall be 
counted if at least (»e nomination for that person complies with the foregoing requirements. 
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FIFTH. TIm aufliorixed amount of capital stock of this Association riiall be Forty Million 
(40,000,000) shares of common stock of the par valoe of Two Dollars and Fifty Cents ($180) per 
share; but such ci^tal stock may be increased or decreased from time to time, in acootdanoe with 
the provisions of the laws of the United States. Authorized but unissued shares of capital stock 
of the Association may be issued from time to time in the discretion of the Board of Directors, with 
the prior approval of the Comptrcdler of the Currency, for any proper consideration. 

If the capital sto^ of the Association is increased by the sale of additional shares thereof for 
cash, each shareholder shall be entitled, except as hereinafter otherwise provided, to subscribe 
lor such additional shares in proporticm to the number of shares of ci^tal stock owned by him at 
the time the increase is authorized by the shareholders or the Board of Directors, as the case may 
be, unless another time subsequent to the date of such authorization is tpecHbidd in the resolution 
adopted at the time the increese is authorized. The Board of Directors shall have the power to 
preeeribe a reasonable period of time within which the preemptive rights to subscribe to the new 
riiares of capital stock must be exercised. No shardiolder, however, shall, as such shardiolder, 
have any such preemptive right or other ri^t <»> privilege to subscribe for or purdiaae any part of 
any shares of capital stock of this Association, whether now or hereafter authorized, which may be 
issued or sold (a) upon the exercise of any option or options under any Stock Option Flfp. (as such 
plan may from time to time be amended in accordance with its terms) if such Stock Option Flan 
shall have been approved by the shar^olders of this Association by such vote as shall at the time of 
such i^roval be required by applicable law or regulatio n s, or (b) upon the exercise of any 
conversion privilege contained in any debt obligation, or upon the exercise of any warrant to 
purchase common capital stock issued in ccmnection with any debt obligation approved by the 
Board of Directors in its discretion, or (c) for a consideratkm ¥^ch in whole or in part is other 
than < 



The Board of Directors of this Association, wittiout approval of the shareholders, may, in its 
discretion, at any time and from time to time authorize the issuance of debt obligations of the 
Association, iK^ether or not subordinated, whether or not convertible into common capital stock 
(within the limits specified in these Articles of Association, as amended from time to time), 
witti or without stock purchase warrants, and containing such terms and conditions as It may 
determine. 

If the capital stock of this Association is increased by a stock dividend, stock split, or similar 
recapitalization, each shareholder shall be entitled to his proportionate amount of such increese 
in accordance with the number of shares of capital stock owned by him on the date the increase 
is authorized by the shar^olders or the Board of Directors, as the case may be, unless another 
time subsequent to such date is specified in the resolution adopted by the shardiolders or the 
Board of Directors, as the case may be, in ord» to authorize the increase. 

There may be specifically reserved upon any capital increase, whether by means of a sale 
of stock for cash or a stock dividend, stock split, or similar recapitalization, a sufficient number of 
shares of cspital stock, free from any preemptive ri^ts of shareholders, to enable the Association 
to meet any adjustments provided in any outstanding stock options or in any outstanding con- 
vertible securities <»> in any outstanding stock purchase warrants. 

SIXTH. The Board of Directors shall appoint one of its members President of this Associa- 
tion, snd the President of this Association shall also be Chairman of the Board of Directors, unless 
the Board of Directors appoints another director to be the Chairman of the Board of Directors. 
The Board of Directors shall have the power to appoint one or more Vice Presidents, at leest one 
of whom shall be a member of the Board of Directors, and who shall be authorized, in the abaence 
of the President, to perform all acts and duties pertinent to the office of President, exc^ for those 
acts and duties that the President only is authorized by law to perform. The Board of Directors 
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alio ihall hive the power to appoint a Cashier and audi other otfloen and enqjdoyeea at may be 
required to transact the business of this Association. 

The Board of Directors shall have the power to define the duties of the officers and en4>lo3reei 
of this Association; to fix the salaries to be paid to them; to dismiss them with or without cause; 
to require bonds from them and to fix the penalty for violating such bonds; to manage and ad- 
minister the business and affairs of this Association; to make all By-Laws that it may be lawfnl 
for them to make; and generally to do and perform all acts that it may be legal for a Board of 
Directors to do and perform. 

SEVENTH. The corporate existence of this Association shall continue until terminated 
in accordance with the laws of the United States. 

EIGHTH. The Board of Directors of this Association, or any three or more shardidldert 
owning, in the aggregate, not less than 25 percent of the capital stock of this Association, may call 
a special meeting of shareholders at any time. Unless otherwise provided by the laws of Uie 'United 
States, a notice of the time, place, and purpose of every annual and special meeting of the share- • 
holders shall be given by first-class mail, postage prepaid, mailed at least ten (10) days prior to 
the date of such meeting to each shareholder of record at his address as shown upao. the books of 
the Association. 

NINTH. Any person, his heirs, executors, or administrators, may be indemnified or reim- 
bursed by this Aaodation for reasonable expenses actually incurred in connection with any action, 
suit, or proceeding, dvil or criminal, to which he shall be made a party by reason of the fact tiiat 
he is or was a director, trustee, officer, employee, or agent of the Association or that he is or was 
serving, at the request of the Association, as a director, trustee, officer, employee, or agent of 
another firm, corporation, trust, or other organization or enterprise; provided, however, that no 
person shall be so indemnified or reimbursed in relation to any matter in such action, suit, or 
proceeding as to which he shall finally be adjudged to have been guilty of or liable for gross 
negligence, willful misconduct or criminal acts in the performance of his duties to this Association 
or to such other firm, corporation, trust, organization, or enterprise; and, provided further, that 
no person shall be so indemnified or reimbursed in relation to any matter in such action, suit, or 
proceeding which has been made the subject of a compromise settlement, except with the approval 
of (a) a court of competent jtuisdiction, (b) the holders of record of a majority of the outstanding 
shares of capital stock of this Association, or (c) a majority of the members of the Board of 
Directors then holding office, excluding the votes of any directors who are parties to the same 
or substantially the same action, suit, or proceeding. 

Expenses incurred in defending any action, suit or proceeding referred to above may be paid 
by the Association in advance of the final disposition of such action, suit or proceeding aa author- 
ized by the Board of Directors in the specific case upon receipt of an undertaking by or on bdialf 
of the director, trustee, officer, employee or agent to repay such amount unless it shall ultimately 
be determined that he is entitled to be indemnified by the Association as provided above. 

The foregoing right of indemnification or reimbursement shall not be exclusive of other 
rights to which such person, his heirs, executors, or administrators, may be entitled aa a mattff 
of law. 

The Association, upon the affirmative vote of a majority of its Board of Direetwa, may purdiaae 
and maintain insiu*ance on behalf of any person who is or was a director, trustee, officer, employee 
or agent of the Association, or is or was serving, at the request of the Association, aa a director, 
trustee, officer, employee or agent of another firm, corporation, trust, or other organization or 
enterprise against any liability asserted against him and incurred by him in any such capacity or 
arising out of his status as such, whether or not the Association would have the power to indenmify 
him against such liability under the foregoing provisions of these Articles of Assodatton; provided, 
however, that such insurance shall not provide for the indemnification of any person who is 
adjudged guilty of, or liable for, willful misconduct, gross neglect of duty, or criminal acts. 

TENTH. These Artides of Assodation may be amended at any regular or spedal meeting 
of the shareholders by the affirmative vote of the holders of a majority of the capital stock of this 
Association, unless the vote of the holders of a greater amount of stock is required by law, and in 
that case by the vote of the holders of such greater amount 
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RESTATED ARTICLES OF INCORPORATION 

OF 

CITIZENS AND SOUTHERN HOLDING COMPANY 

ARTICLE ONE 
The name of the Corporation is "Citizens and Southern Holding Company*'. 

ARTICLE TWO 
The Corporation was incorporated under the provisions of Georgia law. 

ARTICLE THREE 
The Corporation shall have perpetual duration. 

ARTICLE FOUR 

The Corporation is organized as a corporation for profit to engage in business as a bank holding 
company. The Corporation shall be authorized to carry on any lawful business not specifically 
prohibited to corporations under the applicable laws of the State of Georgia or to bank holding 
con4>anies under the laws of the United States or the State of Georgia. 

ARTICLE FIVE 

The Corporation shall have authority to be exercised by the Board of Directors to issue not more 
than 40,000,000 shares of common voting stock of the par value of $2.50 per share (the "Common 
Stock") and 10,000,000 shares of preferred stock of no par value (the "Preferred Stock"). Shares of 
the Preferred Stock shall be designated as the Board of Directors may determine and may be issued 
in series by the Board of Directors as hereinafter provided. The relative rights and preferences of the 
shares of capital stock of the Corporation shall be as follows: 

(a) Each holder of the Common Stock shall at every meeting of the holders of the 
Common Stock be entitled to one vote in person or by proxy for each share of Common Stock 
held by such holder. Subject to the rights, if any, of the holders of the Preferred Stock, or any 
aeries thereof, the holders of the Common Stock are entitled to the entire voting power, all 
dividends declared and paid by the Corporation, and all assets of the Corporation in the event 
of any liquidati(m, dissolution, or winding up of the Corporation. 

(b) The Preferred Stock may be divided into and issued from time to time in one or more 
series. All shares of the Preferred Stock shall be of equal rank and shall be identical, except 
with respect to the particulars that may be fixed by the Board of Directors as hereinaf t^ pro- 
vided pursuant to authority that is hereby expressly vested in the Board of Directors; provided, 
however, that each share of a given series of the Preferred Stock shall be identical in all 
respects with the other shares of such series. Before any shares of the Preferred Stock of any 
particular series shall be issued, the Board of Directors shall fix and determine, in the manner 
provided by law, the following particulars with respect to the shares of such series: 

(i) the distinctive designation of such series and the number of shares ^t shall con- 
stitute such series, which number may be increased (except where otherwise provided by 
the Board M Directors in creating such series) or decreased (but not below the number of 
shares of such series then issued) from time ^o time by the Board of Directors by resolution; 
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(U) ttedhrldndorrateof dhrldndp^riibtewtthraqpaektodivwof 1^ 
' of paymapt of any dlvldnd, wliotbor dhridndi riiall be cumulattva and, if lo, tfaa 
ttkns unMr whldi and tfaa data ftom wbldi dtvidanda ihaU be aocumulatad; 



(itt) tha ladamptton proviilooa appUcalda to tfaa shares of sodi 8srlai» if any, and, if 
lieaida, tfae time or tfanas wfaen, the price or priees at wfakfa, and tfaa ottMr tenna and 
litioBs under wfalefa tfae sfaaras of siidi series ihaU be redeemable; 



eooditioBs under wfalefa tfae sfaaras of siidi 

(Iv) the amount, pajrable on shares of sndi series in tiie event of any voluntary or 
invohintary dissohitian, liquidation or winding up of the afCaixs of tiie Corporation, wliidi 
ihan not be deemed to include the Buerger or consolidation of tfae CorporatJon or a sale, leese, 
or conve ya nce of all or part of the' assets of tfae Corporation; 

(▼) tfae purchase, r et ir ement or sinking fund provisions, if any, for tfaa redempUon or 
purchase of Aares of sndiseriee; 

(vi) tfaa rights, if any, of tfae holders of shares of such seriee to convert sudi dunes into 
or ezdiange such shares for shares of the Common Stodi or diares of any other seriee of 
the Prefe r red Stock and the terms and conditions of such conversion or exdiange; and 

(vii) tfae voting rights of tfae shares of sodi seriee or the absence thereof and tfae ex- 
tent of such voting rights, if eny. 

ABTICUBSIX 

None of the holders of shares of any dass of stock of the Corporation dtall be entitled as a mat- 
tar of ri^t to purchase, subscribe for or otherwise acquire eny new or a ddit i on a l shares of stodc 
of tfae Corporation of any dass now or hereefter authorised, or any options or warrants to pureh sa n, 
subscribe for or otherwise acquire any sudi new or additional shares, or any sbarsa, e vi dea e ss 
of indebtedness, or any other securities convertible into or carrying options or warrants to pmcfaass, 
subscribe for or otherwise acquire any new or additional shares. 

ABTICUB SEVEN 

These Restated Artidcs of Incorporation subetantially amend tfaa original Artidea of Ineorpora- 
tion of tfaa Corporatian, as heret o fo r e amended and restated; otherwise, these Restated Artldes of 
Incorporation purport merdy to restate all provisions of the original Artldes of Incorpor a tton, as 
heret o fo r e anwnded and restated, that are now in effect and not amended herd^. 

ARTICLE EIGHT 

Tliese Restated Articles of Incorporation supersede tiie original Artleles of Incorporatioii, as 
heretofore amimdfid and restated. All r e f erence s herein to the Artleles of Incorporation ahaU reflsr 
to and mean the Articles of Incorporation as hereby restated. 

ARnCUBNINE 

Hie affirmative vote of the holders of at leest 2,500,001 shares of the outstanding shares of Cobb- 
mon Stodi of the Corporation was required to adopt these Restated Artidcs of Incorpor a tton, On 
the date of submission of these Restated Articles of Incorporation to the sole shareholder of ttie 
Corporation, 5,000,000 shares of Common Stock were outstanding and entitled to vote thereon. 
TlMse Restated Articles of Incorporation were adopted on June 17, 1060 by tfae affirmative vote of 
the holders of 5,000,000 shares of Common Stock of tfae Corporation. 
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In Wmnss WmiBor, Otizeiu and Soufhem Holding Company has caused ttiese Restated Artl- 
des of Incorporation to be executed and its corporate seal to be affixed hereto, all by its duly 
authorized officers^ this 20th day of June, 1980. 

CmzDre AMD SoDTHBDi Hounm CoMPAirr 



By; /s/ JomyS. 



Prefidtnt 



/s/ Jamm D. Ddcow 



Anistant Seervtuy 

[COBPOKAn SiAL] 

Mr. Gilbert. We find that managements often use cumulative 
voting when out of power but do not wish to put it in when able to 
do so, the fine way Brascan's new management has just done in 
Canada, as I pointed out in a recent issue of ''Directorship." 

An example of what I mean was shown last year at Bunker 
Ramo where President Ed Uhl of Fairchild Industries recently used 
cumulative voting at Bunker Ramo to secure his reeletion and that 
of Adm. Thomas Moorer at the Chicago meeting, thus protecting 
the interests of Fairchild Industries holders, owning 20 percent of 
Bunker Ramo, as described in proxy material. 

But meanwhile, Fairchild itself continues to oppose cumulative 
voting introduction at the Maryland meetings as noted in their 
proxy statements. As your witness said on the floor of the Fairchild 
meeting, there must be one standard, and it must be applicable to 
all, in or out of power, thus insuring protection to all. 

This is especially important today when, fortunately, thanks to 
ESOP's, we are going to have more and more employee sharehold- 
ers who have the right to be represented if enough owners back 
them, through the right of cumulative voting, which is the only 
way they can secure such representation in a nonsocialist way. 

In making these observations, I have been authorized by Wilma 
Soss, president of the Federation of Women Shareholders to state 
that this bill, too, has the full support of her group of intelligent 
women investors, who also take an active interest in the develop- 
ment of greater corporate democracy in the interests of our free 
enterprise system. 

In conclusion, I submit, Mr. Chairman, this is a sound, intelli- 
gent approach to the problems facing us in the development of 
better corporate governance in years ahead, and I urge its enact- 
ment by the Congress. 

And so, of course, with the exception of what I have asked you to 
insert into the record, the pertinent parts, there is no need of 
having another written statement along because I have said every- 
thing that I have to sa^. 

Senator Sarbanes. Fine. Thank you very much, Mr. Gilbert, for 
a very thoughtful statement. 

Mr. Nader. 
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CORPORATE GOVERNANCE 

Mr. Nader. Thank you, Mr. Chairman. The exploration into the 
issues of corporate governance in the Senate began with the hear- 
ings in 1976 by Senator Hartke, and extended into subsequent 
hearings, as well as similar performances by the House of Repre- 
sentatives. 

These concerns have been deliberated now for some time, and I 
would not want to have the committee receive the impression that 
either this proposal of Senator Metzenbaum's, S. 2567, or a propos- 
al submitted by Ck)ngressman Rosenthal in the House, were pre- 
cipitous or suggesting overnight change. 

In the last 4 years there have been extensive discussions by 
corporate lawyers, corporate executives, and consumer representa- 
tives. Senator Metzenbaum impaneled a formal advisory group of 
diverse spokespeople on the issues of corporate governance. 

There is a good background to all of this that doesn't warrant 
any implication that these bills or these proposals are precipitous. 
Mr. Gilbert, for example, has been recommending many of these 
issues for over three decades as have some of his colleagues. 

I think the interest in corporate governance, certainly from our 
viewpoint, comes from two sources. One is that the present large 
corporation, in particular, in the context of the Delaware law vio- 
lates may basic principles of corporate accountability that go back 
to the original conception of the corporation in the 19th century. 

The idea that shareholders really would control the corporation. 
The idea that corporations were able to provide limited liability 
only to the shareholders, not to themselves. The idea that there 
would be greater information accessible to the shareholders. 

The idea that boards of directors would really be bocurds of direc- 
tors, not manipulated or selected by executive officers of the corpo- 
ration. All these are 19th century principles which have b^n 
turned upside down by modem large corporate management. 

The Berle and Means treatise in the early thirties documented 
the erosion of the first principle — on the separation of ownership 
and control. There have been many similar studies in elaboration 
since. 

The second source of concern is the empirical information that 
has been built up in the last two decades about the abuses of 
corporations and how internal restoration of shareholder and other 
rights could minimize these abuses. 

We have, for example, abundant documentation right here on 
Capitol Hill over the last 10 years of corporate fraud, corporate 
crime, internal looting of shareholder resources, the Penn Central 
debacle being one illustration. 

I think they are almost the cases in point of why this proposed 
legislation and additional provisions are needed. I was interested in 
hearing that the current issue of Fortune has an extensive takeout 
on corporate crime over the last decade naming the specific corpo- 
rations and their crimes. 

In a few days a magor study will be coming out by Professor 
Clinard of Wisconsin entitled "Corporate Crime," a book that is 
very well footnoted and very well documented on the extent of this 
sordid behavior. 
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We also have an increasing literature, which is long overdue, of 
corporate mismanagement. The celebrated article in the Harvard 
Business Review. I believe it was in the August issue by Professor 
Abernathy and one of his colleagues showing the extent of corpo- 
rate mismanagement and, explaining why it occurs. 

Certainly, the Wall Street Journal in recent years has comment- 
ed on corporate nepotism, the kind of promotion from within based 
on the buddy system which has eroded some of the quality of 
management that otherwise would come about. 

Now, these trends all call for a broader pattern of accountability 
that would be able to reflect different opinions, minority opinions, 
and broader value systems of the constituency that we call the 
shareholders. 

With greater disclosure of information, the court of public opin- 
ion can also impinge on these corporations at a more rapid and 
efficient pace. 

Some of the witnesses here before the committee, I think, ac- 
knowledged that what disclosure and investigations have already 
occurred about corporate misdeeds have helped alert existing cor- 
porate management to the need for audit committees or at least to 
recognize the need for audit committees, and some other changes. 
And what is good in small doses when it comes to public opinion 
and information flow about large corporations is even better in 
large doses. 

I think one approach to this problem of corporate governance, 
which is well taken, is the one just stated by Mr. William Norris, 
chairman of the board and chief executive officer of the Control 
Data Corp. 

Harking back to Princeton University and Prof. Marion J. Levy, 
his approach may be called somewhat abstractly as a structural- 
functional approach to corporate governance. 

In other words, what he says is: "What should corporations be 
doing more of in terms of shouldering responsibility for a prosper- 
ous economy and how can corporate governance changes lead to 
those expanded and superior performances?'' 

While I think denigration of some of the provisions in the bill 
may be too precipitous, I do like the way he came at the problem. 
The other approach critical of corporate governance changes is one 
that simply states assertion without any evidence. Or without any 
historical root. 

For example, you heard this morning that the typical sharehold- 
er is just not interested in these kinds of rights. Well, rights are 
not usually given because any t3rpical person is interested or hot 
interested. 

Our constitutional rights have been upheld in our Nation by a 
few atypical interested citizens. Many corporate rights have been 
supported, if not upheld, because a few atypical shareholders chal- 
lenged management, such as Mr. Gilbert. So we don't want to posit 
any rights on the basis of whether there can be proof that a 
magority of shareholders will use these rights. It is sufficient that 
some shareholders, because of their interest, their skill or position, 
can use these rights to benefit shareholders generally. 

I once recall back in the fifties that there was an argument made 
against the democratic franchise in various developing countries on 
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the basis that, well, most of the people m those countries aren't 
interested in the vote. The same approach is made, I think, for 
shareholder cumulative voting, a very important tool to diversify 
the interest represented on the corporate board. 

One of the problems of the corporate board is that they have 
traded off eoumimity, they have achieved equinimity at the price 
of diversity. That can be a very distractive sequence for the health 
of the corporation as some of the recent corporate failures or 
compfiiny bailout candidates have illustrated. 

I think one more point, since this is a banking committee, is that 
the matter that Mr. Gilbert referred to, I think, deserves a hearing 
all by itself The avoidance of the national banking laws which 
require cumulative voting for bank corporations, the effective 
repeal of these laws by establishment of bank holding companies is 
one of the most spectacular private repeals of a Federal law in 
modem times. And this has very serious consequences, such as 
foreign bank takeovers, and needs to be addressed in the context of 
the ^nate Bankii^Committee's jurisdiction. 

Thank you, Mr. Chairman. 

Senator Sarbanes. Mr. Green. 

Mr. Green. As former head of Public Citizens' Congress Watch, 
as the author of several books and articles, many with Ralph 
Nader on this subject, and as a member of the Metzenbaum Advi- 
sory Committee, I have come to the conclusion that the bill before 
us, S. 2567, is necessary, but hardly sufficient in light of the prob- 
lems involved in corporate governance today. 

Let me just make a few points supplemental to Ralph's. 

First is conceptual. We all intellectually grew up thinking there 
are two great sectors in this country. The public sector, governmen- 
tal sector, where you make decisions involving the public and are 
accountable to the public via elections. And the private sector, 
corporate sector, who are accountable to their shareholders. 

TWO FORB^ OF GOVERNBfENT 

I think it is time to have a reconceptualization of the large 
corporations as a form of private government in our society. That 
is, there are really two forms of government in our society. 

One possible definition of public government is entities that can 
tax people, coerce people, even take life, in the form of the death 
penaltv or the draft. 

Well, our large corporations, from time to time, do all three. 
They can tax us in the form of price fixing. They can coerce us by 
requiring me to breathe the air of a product that vou buy in the 
form of pollution. And indeed, they can take life through the 
accidental or the knowing manufacture and marketing of dsmger- 
ous products. 

One is reminded of the comment of Edmund Burke two centuries 
ago, that many of our largest corporations are States disguised as 
merchants. 

Now, I am not sa3dng that the large corporation is identical to 
government. Merely that they have many of the same attributes in 
terms of impact— biological and geographical impact on citizens. 

Yet, there is not adequate accountability on the part of our 
governors of our large corporations. 



Digitized by VjOOQIC 



351 

Senators and Presidents can be voted out of office, a point that is 
hard to dispute this month. 

Can managements be voted out^ office? How often, if ever? To 
look to shareholders as the votklg constituency is myopic. Manage- 
ments don't believe they are really accountable to shareholders, 
shareholders don't really believe management is accountable to 
them. 

This raises a problem with E. 2567. Its accountability mechanism 
is only shareholders. I find it inconsistent for business people who I 
know to publicly hold up shareholders as the legitimizing constitu- 
ency of the corporation publicly, even as they privately admit to 
you that shareholders have neither the interest nor the power to 
hold them accountable. You can't have it both ways. 

Therefore, I would urge this committee to look to, and I hope 
publish in your hearing volume. Congressman Rosenthal's bUl, 
H.R. 7010, which has been introduced by about two dozen House 
members. 

That bill looks to shareholders as well as other constituencies of 
the corporation. It is hard to deny, forget theory for a moment and 
let's look at reality for a moment, that large corporations affect 
shareholders as well as workers, communities in which they live 
and pay taxes in or not, and consumers as well. 

Therefore, that bill goes well beyond giving shareholders more 
power to require that corporations give notice to communities that 
they exit, to require that corporations not fire employees for exer- 
cising their political rights, and to require the kind of additional 
disclosure so that consumers can make a more sound judgment in 
the marketplace. 

All of these constituencies should have greater rights of access to 
and voice to the large corporation. And all the standards in my 
judgment in the Rosenthal bill, which are too detailed to go into at 
this moment are, first, consistent with a competitive market econo- 
my. 

Second, they are consistent with the democratic values that we 
all aspire to. 

Indeed, that corporate spokesman constantly reiterate that at 
annual meetings. And third, they are all workable and are now in 
effect in some state or Western European economy. 

So they are not farfetched. They are workable and I think philo- 
sophically necessary. The minimum standards approach of thLs bill 
hais ample precedent. 

It's hardly theoretical. What are the 1933 and 1934 Securities 
Acts what is, for example, title Vn of the 1964 Civil Rights Act, but 
a floor, a minimum standard for all companies large enough to fall 
within the law's jurisdiction. 

In a sense, these minimum stcmdards of these laws and potential- 
ly S. 2567 remind me of the antitrust laws. 

They don't replace managerial discretion with governmental bu- 
reaucratic discretion. 

They simply establish the minimum rules of the game. So, take 
the antitrust laws. Managers can make any judgments they want 
in the marketplace. They just can't, if they are 50 percent of a 
market, buy a company which is also 50 percent of a market. Nor 
can they price-fix. 
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With these standards, boards can make any judgment they want 
about how to act in the marketplace, it's just that all boards under 
the jurisdiction of this act have to have a minority of themselves as 
directors. 

It establishes procedural standards while allowing private man- 
agers to make substantive judgments. 

Hence, it's not regulation of the sort many people this ye€u- love 
to hate. It establishes the rules of the game like antitrust laws. 

OK, it's not unprecedented. Is it needed? 

There are three arguments that I have heard this morning 
against it. 

The first is, let's voluntarily reform ourselves, say the corpora- 
tions and, say the Business Roundtable. We are doing it already. 

Well, this is a curious argument to me. If you agree that the 
standards are good ones, and if you agree that many companies are 
now embracing them, why not require that all companies embrace 
these good standards since, in fact, the companies least likely to 
embrace the standards are those that most need it. 

Indeed, S. 2567 takes the best of existing State law and of stud- 
ies — some by the Business Roundtable, for example, supporting a 
majority of a board being independent — and applies these stand- 
ards to all large companies. These standards include date of care, 
loyalty, cumulative voting, shareholders who actually nominate 
directors in a form of necessary direct democracy. These are hardly 
radical standards. 

They can't argue such since so many companies are already 
doing that. So why not all companies of the size and impact tliat 
this bill aims at? 

CORPORATE MISCONDUCT 

Second, it's been argued that there is no misconduct to justify 
statutory standards. There is no misconduct if you haven't read a 
congressional hearing or newspaper or book in the last 10 years in 
this country. 

I see repeatedly throughout Mr. Coombe's testimony that he says 
there is no misconduct. His evidence is that all the corporations 
and corporate trade lobbies that have done reports on this say 
there is no misconduct. 

That is not terribly surprising. Ralph Nader has mentioned ex- 
amples of this so I won't belabor the point. 

Just to make one small notation. Mr. Coombe said that the 
Metzenbaum Advisory Committee itself found no corporate miscon- 
duct. 

As a member of the committee, I must tell you that that commit- 
tee operated by unanimity. If Mr. Shapiro of Du Pont or Mr. 
DeButts of A.T. & T. didn't agree with something, it wasn't in the 
report. 

Same was true of myself. So that that report did not conclude 
that there was extensive corporate misconduct traces to the belief 
system of Mr. Shapiro and Mr. DeButts. 

They are entitled to possess that belief Sjrstem but it doesn't 
mean that is not misconduct. 

Indeed, it says the following: "In recent years, we have seen a 
seemingly indifference by some companies to the large concerns of 
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society and expectations of that society with respect to proper and 
moral corporate conduct." 

That is the language of a committee, admittedly, but I think it 
contains a telling point. 

Finally, it's argued that law is just "the wrong way to go." That 
point is repeatedly made. 

I don't burn incense to Government. But I am not scared of law. 

It is one of the most importamt accountability mechanisms we 
have over the large corporation, especially given the failure of so- 
called shareholder democracy. 

The issue is: Do we need law to reform the way corporations 
internally make judgments? 

I think the level of corporate illegality that is on the record in 
the last decade conclusively argues that there is something wrong 
with the way private managers make decisions that affect the 
public. 

Professor Christopher Stone is a law professor on the west coast. 
He wrote a very illuminating book 4 years ago called "Where the 
Law Ends." His point was that the law enforcement ends at large 
collective institutions. 

Think of the FBI, I.T. & T. We know the FBI in the 1960's had 
conunitted many illegal break-ins. 

We didn't know who had done it, though. The large collective 
institution shields individual culpability. 

So, too, at I.T. & T., in Chile; we knew there was misconduct but 
no one came forward to admit it and no one was individually 
blamed. 

Professor Stone said that in corporations, "managers who call 
the shots don't bear the risks." I think corporate governance 
reform could make individual managers more sensitive to one, law 
enforcement, and, two, the constituencies that that manager obvi- 
ously affects. 

To conclude, then, I think the standards of S. 2567 are necessary, 
have been long discussed, starting with hearings in the late 1960s 
through the Mintz-Cohen books on "America, Inc.," and "World, 
Inc.," through more recent disclosures of corporate bribery abroad 
and chemical crime at home through the front pages of the Wall 
Street Journal. If prior corporate trade spokespeople would only 
read them, all indicate a need for some reform that is not more 
regulation but more self-regulation. 

I think standards of the bill are needed, but that the broader 
standards of the Rosenthal bill are needed as well, if you look at 
the large corporation as a form of government, which I do. 

Thank you, Mr. Chairman. 

I would like to add that Mr. Nader and myself would like to 
submit for the record an article that appeared recently in Regula- 
tion magazine by myself on the subject of corporate democracy 
generally. 

Senator Sarbanes. That will be included in the record at the 
conclusion of the statement vou have just made. In addition, we 
will also include the House bill to which you referred. 

[Information follows:] 
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ONIHEOORPORAIE OEMOOtACVACT 



The Case lor 
Corporate Democracy 



Mat k Green 



WHEREAS THE American political agen- 
da of the 1970s focused extensively 
on the size and abuses of big govern- 
ment, the agenda of the 1980s should focus on 
the size and abuses of big business. It is curi- 
ous how partisans of the latter can ridicule the 
inefficiencies and unresponsiveness of federal 
bureaucracies yet somchou ignore similar 
problems with corporate bureaucracies. Who 
governs our giant corporatio.i^ and how they 
in turn govern us — economically, politically, 
biologically — should be preeminent issues in a 
society whose democratic values require that 
major institutions be accountable to their vari- 
ous constituencies. 

To he sure, there arc Iais<cz fairc "theolo- 
gians" who argue that the "free market" is a 
perfectly sclf-rcgulatinp mechanism, thai cor- 
porations are merely pass-through devices that 
respond automatically to. the "votes" of au- 
tonomous consumers in the marketplace. In 
fact, corporations are entities run by real peo- 
ple who make two kinds ot judgments, hirst, 
they decide whether or not to obey the law — 
which apparently is a difTicult choice for many 
of them. Second, because the l.iw is society's 
statement of what constitutes minimaUy ac- 
ceptable behavior, they make choices wilhin a 
huge area of lawful discretion — where to locate 
a plant, whether to fight or cocpcrale with a 
unioniz ing effort, what to produce and how to 
Mark Green, former~director of Public Citizen^ 
Congress Watch, was president of the botird of 
directors of "Big Business Day— 1980." 
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price it, what legislation to support or oppose, 
whether to participate in the community or to 
pollute it. The key issue of corporate govern* 
ance reform is wfto should make or shape these 
decisions — a handful of executives, or execu- 
tives and a representative board that is open 
and responsive to the views of a company's 
many stakeholders? 

This fundamental issue of unaccount .hrc 
corporate power warrants federal legislation 
for several interrelated rea ons: 

* State chartering has failed. It makes as 
much sense for states to print money or pass- 
ports as to issue the legal birth certificatCft of 
corporations that market products interstate, 
if not internationally. The result of this l.ik- 
torical anomaly, in the words of Huri^ Rrst. is 
a kind of "law lor sale" {Pennsyivania Imw H- 
view, 1969). Slates lure companies into their 
jurisdictions, and thus generate incorporaiMHi 
fees, by adopting corporation cod.s that arc 
excessively pro-management. Because Dela- 
ware is the worst state in this regard, it fK,i<k 
the most business: about one-fifth of all Dv-b- 
ware state revenues conies from incorporation 
and annual fees; and about half of the Fortune 
500 are incorporated in tiny Delaware, includ* 
ing Exxon Corporation, for example, which has 
160 times the annual revenue of its legal parent. 
Because other states try generallv to imiute 
Delaware's performance rather than act moie 
responsibly, there is already a kind of federal 
chartering law — but one drafted in Wilmington, 
not Washington. 
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• Corporate illegalily is extensive. As ex- 
amples of antitrust violations, chemical dump- 
ing, product ha74ird cover-ups, consumer fraud, 
foreign payoffs, and other economic crimes pro- 
liferate, it becomes increasingly apparent that 
management-directed illegality is prevalent 
rather than aberrational. "The people who call 
the shots don't bear the risks," concludes law 
professor Christopher Stone in his book Where 
the Law Ends. The unblinkable documentation 
of illegal practices should inspire lawmakers 
to design a new system of internal governance 
backed up by workable sanctions in order to 
encourage lawful behavior. When, for example, 
there was extensive congressional and press 
attention on labor racketeering in the late 
1950s, the result was a Landrum Griflin Act for 
labor unions. Today we need a kind of Landrum 
Griffin Act for our largest corporations — to deal 
with the problem of corporate "racketeering" 
in the 1980s. 

• Our largest corporations are private gov- 
ernments. Edmund Burke's observation that 
the large companies of his time were states dis- 
guised as merchants is relevant today. One defi- 
nition of government would be an entity that 
can tax. take life, and coerce citizens. But what 
is price-fixing but corporate taxation? What is 
the willful marketing of defective products but 
the needless taking of life? What is industrial 
air pollution or the poisoning of a waterway 



but coercing citizens |o suffer the results df 
other peoples' transactions — that is. compul- 
sory consumption? In other words, our largest 
firms exercise extraordinary influence over the 
citizens of our country and other countries. 

Thus, the traditional distinction between 
the public and private sectors should give way 
to a new. concept about the role of the large 
corporation — ^namely — thei::p are two forms of 
government in the United States, the political 
government and the economic government. The 
political government is held roughly account- 
able to its citizens by means of the Constitution 
and elections. But the economic government is 
largely imaccountable to its multiplicity of con- 
stituencies — ^shareholders, workers, consum- 
ers, local communities, taxpayers, small busi- 
nesses, future generations. Ironically, under 
the Fourteenth Amendment, corporations are 
accorded the rights of people but not the obli- 
gations of governments— although our giant 
companies are far more like huge governments 
than they are like real people. 

The Content of the Corporate Democracy Act 

Representative Benjamin Rosenthal (Demo- 
crat, New York) and seventeen colleagues in- 
troduced H.R. 7010. the Corporate Democracy 
Act, in April. Its provisions would esublish 
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C ASH Win itmr OKATE DUMU CIUC Y 

minimum govpmancc standards for the 800 
largest U.S. nonfinancial corporations (tliosc 
with I2.S0 million or moic in assc(s). The jumI 
is not more regulation but more self -regulation 
so that these "private governments" give great- 
er access and voice to their atrected stake- 
holders. 

Title I: Directors and Shareholders. By requir- 
ing such things as a majority of "independent" 
directors, cumulative voting, shareholder nomi- 
nations, and specific committees to oversee law 
compliance and to receive complaints from in- 
terested constituencies, this title seeks to re- 
store the influence and independence of the 
board of directors. 

Almost all students of board activities — 
from William Douglas in the 1930s to Myles 
Mace in the 1970s— conclude that directors do 
not select the top officers, do not establish com- 
pany objectives, strategies, or policies, do not 
possess the information necessary even to make 
such judgments, and rarely if ever dissent from 
managerial initiatives. Consider, for example, 
the Penn-Central board before that firm's de- 
railment. "The board was definitely responsi- 
ble for the trouble," recounted outside direc- 
tor E. Clayton Gengras. Its members "took 
their fees and . . . just sat there. That poor man 
from the University of Pennsylvania [Univer- 
sity President Gaylord P. Harnwell]. he never 
opened his mouth. They didn't know the factual 
picture and they didn't try to find out." Al- 
though Penn-Ccntral was desperate for capital. 
for example, the directors paid out nearly $100 
million in dividends just before the company 
filed for bankruptcy. 

Shareholders, too. are relatively powerless. 
Because management controls the proxy ma- 
chinery, because shareholders cannot nominate 
candidates for the board, because individual 
shareholders are overwhelmed by the bloc votes 
of institutional investors, the corporate struc- 
ture typically permits only a ceremonial role 
for shareholders. The great theory of share- 
holder democracy, or "people's capitalism." 
comes down to a few shrill voices at a spring 
rite called an "annual meeting" which is often 
held in a distant, difficult-to-travel-to city. Ulti- 
mately, disgruntled shareholders sell their 
shares rather than attempt to throw out inept 
management. Corporate executives cannot have 
it both ways — they cannot point tojsharehold- 
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crs as the legitimizing constituency of the coi>< 
poration and also acknowledge privately, as 
many have in business sessions I have attended, 
that shareholders are merely interested in divi- 
dends, not governance. 



The great theory off thareholder democ- 
racy, or "people's caplulism," comes down 
to a few shrill vdccs at a spring rite calkd 
an "annual meeting". . . . 



Corporate directors are almost invariably 
chosen by written proxies, with management 
so totally dominating the process that corpo- 
rate elections have come to resemble the Soviet 
Union's euphemistic "Communist ballot" — a 
ballot that lists only one slate of candidates. 
As is noted in the 1979 staff sununary of the 
Security and Exchange Commission's corporate 
governance hearings, "According to Professor 
Seligman [of Northeastern Law School] share- 
holder democracy has collapsed Since 1967. 

incumbent managements have been re-elected 
99.9 percent of the time. In the last five years, 
not one management slate in any of the 500 
largest industrial firms was ever challenged." 

The institutional irrelevance of directors 
and shareholders is not ordained by economic 
imperatives. Managers can be required to share 
power more equitably and efficiently with direc- 
tors and shareholders. Even a few conscien- 
tious, non-management-controlied directors or 
shareholders, asking the right questions and 
given adequate authority, can make it less likely 
that a Penn-Central. a Kepone. a Youngstown 
(Ohio), or a Chrysler situation will recur. 

Title II: Corporate Disclosure. This part of the 
bill requires that affected companies disclose 
in simple fashion such information as worker 
injury data, employee hiring data by facility, 
profits abroad, and the effective federal tax 
rate. 

John O'Leary. the former deputy secretary 
of energ>'. explained to a congressional com- 
mittee in mid- 1979 why the Department of 
Energy made an agreement with oil firms to 
keep certain information on supplies secret. 
"The companies simply don't like the public 
peering over their shoulders." he said. This 
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sentiment accurately reflects the traditional 
corporate view toward data disclosure-rr-thc 
less of it the better. But any cllcctivc strategy 
for bringing about greater corporate account- 
ability to affected constituencies must be 
grounded in greater corporate dissemination 
of economic and social information. Such in- 
formation enables shareholders and workers 
to know what demands to make, helps com- 
munities deal more knowlcdgeably with their 
business citizens, and informs press and public 
opinion — ^which are thereby better equipped to 
influence corporate policy. Enlightened execu- 
tives have become well aware that unless they 
open their books more widely, the threat of in- 
creased and more sweeping regulation will 
grow. Besides, it seems a matter of simple jus- 
tice, for example, that workers be allowed to 
know what delectable carcinogens are present 
in their work places and that community resi- 
dents be informed of the distribution by race 
and sex of the work force in local establish- 
ments. , 

That some companies have disclosed full 
and precise data in these areas, demonstrates 
that the information is neither confidential nor 
prohibitively costly to gather and report. That 
significant numbers of firms still refuse to dis- 
close such information indicates that it will 
not be made consistently available unless re- 
quired. The information requirements of the 
proposed act undermine neither customer pri- 
vacy nor a firm's ability to protect proprietary 
secrets. Moreover, they are so simple that the 
information in question can be reduced to a few 
pages in company annual reports — as com- 
panies that already have adopted these stand- 
ards have demonstrated. The result is a cor- 
porate self-audit, understandable to sharehold- 
ers and lay people generally. 

Title III: Community Impact Analysis. In an 

effort to help communities prepare for a plant 
closing or relocation by a major local employer, 
this title imposes prenotification requirements 
and allows the U.S. secretary of labor to con- 
duct a local inquiry into why the change oc- 
curred and how best its local costs might be 
offset. 

Bureau of Labor Statistics figures indicate 
that, overall, the New England, Mid-Atlantic, 
and Great Lakes regions lost 1.4 million manu- 
facturing jobs between the mid-1960s and mid- 
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1970s. Major cutbacks — both plant closings and 
partial transfers of work to other areas — have 
occurred in steel, clothing, textiles, rubber, 
auto parts, and electronics. 

These basic corporate shifts take place for 
a variety of reasons — the search for nonunion 
regions, declining industries, outdated facili- 
ties, automation, access to new markets, energy 
costs, and availability of transportation. No 
sound economy can be wholly static, of course, 
and few would argue that the answer to eco- 
nomic dislocation lies in mechanisms that seek 
only to preserve the status quo. But a plant 
closing or relocation can be devastating to a 
community, in part because its effects ripple 
far beyond the employees directly involved. In 
the Youngstown case, for example, the addi' 
tional loss from the steel shutdown, beyond the 
5,000 jobs lost in steel itself, has been estimated 
at 11.200 jobs — including 1,413 in wholesaling 
and retailing. 372 in oflice supplies, and even 35 
in auto repair. 

These effects are exacerbated when the 
closings involve dominant local employers and 
occur unexpectedly. Without warning, the com- 
munity's tax base shrinks, leaving schools and 
municipal services underfinanced and leading 
to layoffs of municipal employees, while de- 
mands on public services increase; unemploy- 
ment skyrockets before anyone can pmn to 
bring in new industry and jobs; and sm.all busi- 
nesses that had depended on the closed estab- 
lishment as a customer are left without a 
market. 

Critics of a "community impact analysis" 
say that it is up to private enterprise to decide 
where and when to locate or relocate, not gov- 
ernment. This may be true, but it is not the 
issue. The proposal is not to require govern- 
ment approval for a move but rather to insist 
that employers give advance notice to the af- 
fected communities and employees in order to 
minimi7e the financial and emotional costs to 
those least able to bear them. Because some 
moves can lay waste a town's life-support sys- 
tem, it is entirely appropriate— regardless of 
whether the corporate decision makers con- 
sider themselves members of a purely private 
entity — that such private decisions be exposed 
to greater public scrutiny. As even the Wall 
Street Journal has acknowledged, "a company 
may have a responsibility not to leave its em- 
ployees or its hometown in the lurch." 

REGULATION. MAY/JUNE im '^ 
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Titk IV: ''Constttutloml'' RIflita of EmffoyMs. 

This title would protect employees from re- 
taliation for the exercise of their constitutional 
rights uf spcxxh and assembly. 

An airline pilot with over twenty-live years 
experience lost his job fur blowing the whistle 
on a serious defect in the Lockheed 1011 air- 
craft. A worker in upstate New York who par- 
ticipated in a political demonstration was fired 
by his employer, who held the opposite view 
on the issue. What did these two workers have 
in common? Both were nonunion employees 
in the private sector who, under present law, 
had no meaningful legal recourse against dis- 
missal. 

This problem is neither conjectural nor 
infrequent. Cornelius Peck has projected from 
statistics on adjudged "unjust dismissals" in 
the unionized sector that thousands of such 
discharges occur annually in the nonunion sec- 
tor, with no opportunity at all for redress 
{Ohio State Law Journal, 1979). 

About one-third of the U.S. work force is 
protected against unjust dismissal or disci- 
pline for political beliefs or activities, either 
under collective bargaining agreements nego- 
tiated by unions or. in the case of government 
workers, under civil service laws and regula- 
tions. But better than two-thirds of the work 
force is not protected. These nonunion, non- 
government workers are subject to the archaic 
common-law rule of "servant at will." And un- 
der this rule, the employer is no more bound to 
the employee than the employee to the em- 
ployer: either can break out of the employment 
relationship for "any or no rcason." In sliort, 
the majority of American workers have the 
right to be fired — in the term of art used in 
court — "for good cause, for no cause, or even 
for morally wrong cause." without being the 
victim of a legal wrong. 

The United States is one of the few indus- 
trialized nations that does not provide legal 
protection against unjust dismissals. France. 
West Germany, and Great Britain, for example, 
have developed not only extensive bodies of 
law to protect the worker's right to his or her 
job but also procedures to ensure that protec- 
tion is provided as promptly, inexpensively, 
and fairly as possible. The Corporate Democ- 
racy Act would mandate that employees not be 
disciplined or discharged for exercising their 
political or other constitutional or civil rights. 



or for "corporate whistle-bkywiiig.'' And it 
would protect employeet against discrimina- 
tion, discipline, or disdiarcee for refusal to grant 
sexual "favors" to managerial employees. 

ntlc V: Criminal and Civil Sanctions. This title 
provides for various penalties and sanctions 
designed to deter the existing le\'el of corporate 
crime and to compensate its victims. 

Business crime is as old as business. There 
were prohibitions against monopoly in com- 
mon-law England. Lord Bryce's The American 
Commonwealth (1888) and Henry Demarcst 
Lloyd's Wealth against Commortwiudth (1899) 
examined that era's business corruption, with 
Lloyd noting that the Standard Oil Corpora- 
tion "has done everything with the Pennsyl- 
vania legislature except to refine it." Wide- 
spread stock fraud led to the 1933 and 1934 
securities acts. The 1960s saw the great electri- 
cal machinery bid-rigging case and the Richard- 
son Merrell Company's marketing of MER 29 
even though the firm had evidence of health 
risks. And today the apparent prevalence of 
"corporate crime" — a subcategory of "white 
collar crime" involving managerial dircitiun 
of. or participation or acquiescence in, illegal 
business acts — has raised the issue of the ade- 
quacy of legal sanctions. Why has the law faikd 
to deter "crime in the suites?" What new sanc- 
tions or governance structures can persuade 
companies to obey the law? The New York 
Times, in an editorial bristling with indigna- 
tion, has concluded: "The only effective remedy 
is to change the incentives and penalties that 
now shape [illegal] decisions. . . . Otherwise 
irresponsible decisions will continue to poi<;on 
not only the physical environment but public 
confidence as well" (May 1. 1979). 



Setting Standards for Corporate CJttonshtp 

The provisions of the proposed Corporate De- 
mocracy Act are both reformist and realistic, 
for with few exceptions the>' have been adopted 
already by some company or state or Western 
country. The act would apply only to the larg- 
est 800 or so nonfinancial corporations — only 
to those "private governments" that have little 
in common with small and medium-sized busi- 
nesses. It is based on the procedural mecha- 
nism of federal minimum standards, so that 
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whatever the act docs not require is left to 
existing state incorporation statutes and au- 
thorilics. A standards ralhor llian a rcpiilatorv 
appiuach has ubviinis and prestigious prece- 
dent: f(«- example, the 19.V3 and I9.M securities 
acts, Title VII of the 1964 Civil Rights Act, the 
Food and Dnig Administration rule that all 
drug companies establish quality control units. 
"We have largely federalized the law of anti- 
trust, equal employment and securities," com- 
ments Professor Harvey Goldschmidt, of Co- 
lumbia University's Law School; "the federal- 
ization of corporate law is long overdue." 



... the issue is not big government versus 
freedom. The "freedom" to pollute or to 
market hazardous products or to retaliate 
against whistle-blowing workers is not 
quite the freedom our founding fathers 
had in mind. . . . 



Ultimately, then, the issue is not big gov- 
ernment versus freedom. The "freedom" to pol- 
lute or to market hazardous products or to re- 
taliate against whistle-blowing workers is not 
quite the freedom our founding fathers had in 
mind — not, at least, if your perspective is that 
of the families around Love Canal who were not 
free twt to ingest Hooker Chemical Company's 
toxic residues. Nor is it overregulation versus 
productivity. Chi-ysler and U.S. Steel are in 
trouble because of their own mismanagement, 
regardless of how much they may "scapegoat" 
regulation from Washington. 

Nor, finally, is the issue capitalism versus 
socialism. Rather, it is autocracy versus democ- 
racy. For decades the abuses within the Ameri- 
can economy have been addressed by remedial 
regulation affecting the external relationships 
of the corporation: don't pollute, don't fix 
prices, don't deceptively advertise. The Corpo- 
rate Democracy Act of 1980 aspires to reform 
the internal governance structure of our largest 
corporations so that — consistent with a market 
economy — companies would exercise their 
power and discretion more democratically and 
accountably. It is a response to the demonstrat- 
ed limitations of state corporation laws, of reg- 
ulatory laws, and of criminal laws to deter cor- 
porate abuse. 



CA SE fOR CORPORATE UI-MOCRACY 

If preliminary comment is any barometer, 
however, this approach will be the target of 
rhetorical overkill by the big business commu- 
nity. An overwrought Business Week character- 
ized federal corporate chartering as a reminder 
of "Mussolini's Corporate Sute." Business par- 
tisans organized a "Growth Day," held on the 
same April 17 that "Big Business Day" under- 
took a variety of activities to spotlight the ef- 
fects of corporate power and to promote the 
Corporate Democracy Act. "Growth Day" advo- 
cates said their target was "zero-growth zan- 
ies." Richard Whalen attacked "self-appointed 
vigilantes" who oppose corporate crime, as if 
it were somehow illegitimate to try to detect 
and deter the kind of illegal conduct that has 
been so massively documented. John Riehm of 
the U.S. Chamber of Commerce charged, ap- 
parently without reading the proposed legisla- 
tion, that "the advocates of corporate charter- 
ing would turn over the control of our economy 
almost completely to Washington." A Chamber 
of Commerce "Special Report," calling the bill 
the "Corporate Destruction Act." warned that 
it "would end the private enterprise system as 
we know it in America today." Herbert 
Schmerz, the leading Mobil Co. publicist, said 
the bill was a "thinly veiled beginning of the 
socializing of American industry." 

Such obvious distortions demean the im- 
portance of the issue of corporate governance. 
One would have thought that genuine conserva- 
tives concerned with human liberty, the entre- 
preneurial spirit, vigorous economic competi- 
tion, and lawful conduct would care deeply 
about those big businesses that deny freedoms 
to others, that acquire rather than innovate, 
that seek to frustrate competition, and that vio- 
late the law. And one would have thought that 
the big business community would have learned 
to restrain its impulse for "Chicken Little" re- 
buttals — an impulse that has led it to oppose 
nearly every social advance of this century, 
from child labor laws to auto safety regulation. 
Instead of dogma, business critics might want 
to consider a dialogue. "It is not creative minds 
that produce revolutions," wrote H. G. Wells in 
The Salvaging of Civilization, "but the obsti- 
nate conservation of esUblished authority. It 
is the blank refusal to accept the idea of an 
orderly evolution toward new things that gives 
a revolutionary quality to every constructive 
proposal." ■ 
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96th congress 
2d Session 



H. R. 7010 



To develop a system of self-govemanoe for laige ooipontioiis that increases the 
partidpatioii of shareholders and directors m compsny decisioiiniakmg, that 
better informs stockholders and affected commmiitias of the economic and 
social impact of corporate activities, that better protects the rights of employ- 
ees, that establishes public policy responsibilities of directors, officers, and 
mmfiaging agents of corporations, and that provides penalties for violations of 
those responsibilities. 



m THE HOUSE OF EEPEESENTATIVES 

Apsil 2, 1980 
By Mr. Bosbnthal (for himself, Mr. Thompson, Mr. Wbiss, Mr. Eastbn- 
MEiBB, Mr. GoNTBBS, Mr. Bangbl, Mr. Lowbt, Mr. Clat, and Mr. 
Edwabds of California) introduced the following bill; which was referred 
jointly to the Committees on Interstate and Foreign Commerce, the Judid- 
ary, and Education and Labor 



A BILL 

To develop a system of self-governance for large corporations 
that increases the participation of shareholders and directors 
in company decisionmaking, that better informs stockholders 
and affected communities of the economic and social impact 
of corporate activities, that better protects the rights of 
employees, that establishes public policy responsibilities of 
directors, officers, and managing agents of corporations, and 
that provides penalties for violations of those 
responsibilities. 
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1 Be U enacted by the Senate and House of Representa- 

2 Hvee of the United Stages of America in Congress assembled^ 

3 That this Act may be cited as the "Corporate Democracy 

4 Act of 1980". 

5 FINDINQS 

6 Sbo. 2. The Congress finds that— 

7 (1) the system of State chartering of national and 

8 multinational corporations is archaic and totally ineffec- 

9 tual as a mechanism for accomplishing the purpose of 

10 effective corporate governance; 

11 (2) shareholders and directors are generally ez- 

12 eluded from the meaningful participation in the ded- 

13 sionmaking processes of large corporations; 

14 (3) while the economies of local communities can 

15 be severely damaged by the decisions of large corpora- 

16 tions to close or relocate major plants or production 

17 facilities, these communities are too often denied ade- 

18 quate notice of, compensation for and opportunity to 

19 affect such decisions; 

20 (4) employees of many large companies can now 

21 legally be dismissed without just cause; 

22 (5) the traditional criminal and civil law sanctions 

23 applicable to corporate misdeeds have not been effec- 

24 tive in deterring abuses by large companies or their di- 
26 rectors, o^^ers, and managing agents; and 
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1 ($) the Imited nature and extent of information on 

2 corporate operations and activities, currently required 
8 to be reported to shareholders, employees, government 

4 agencies, local communities and th^ general public, 

5 prevent effective consideration, by these entities, d a 

6 corporation's impact on our society and its institutions. 

7 TITLB I— DISEOTOBS AND SHASBHOLDEBS 

8 COMPOSITION OF BOARDS OF DIBB0T0B8 

9 Sbo. 101. (a) For purposes of this Act an independent 

10 director is an individual member of a board of directors 

11 who— 

12 (1) is not, and was not within the five years pre- 

13 ceding his election as director an officer or nrnmjywg 

14 agent of the corporation or any of its parents, subrid- 

15 iaries, or affiliates; 

16 (2) is not the parent, spouse, child, spouse of a 

17 child, uncle, aunt, or first cousin of a director, officer, 

18 or managing agent of the corporation; 

19 (3) is not a lawyer who, or a member of a law 

20 firm which, receives or in the past three years has re- 

21 ceived a fee from the corporation: 

22 (4) is not a director, partner, officer, or employee 

23 of an investment or commercial banking company 

24 which in the past three years has performed any serv- 

25 ices for the corporation; and 
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1 ^(S) is not and has not been an officer, director, 

2 employee, or more than 1 per centun) equity owner (A 
8 a supplier or customer who received, during any one (A 

4 the three preceding calendar years, more than 1 per 

5 centum of its consolidated gross revenues or more than 

6 $5,000,000, whichever is less, from a corporation sub- 

7 ject to this Act 

8 (b) A majority of the board of directors of any corpora- 

9 tion subject to this Act shall be independent directors. 

10 (cKl) No individual may serve as a director or officer of 

11 more than two corporations subject to this Act. 

12 (2) The Clayton Act is amended by inserting immedi- 

13 ately after section 8 the following new section: 

14 ^'Sbo. 8A. Any person who is a director or officer of 

15 any corporation subject to the Corporate Democracy Act of 

16 1980 may not at the same time be a director or officer (A 

17 more than two corporations subject to that Act. Any person 

18 who violates this section is liable to the United States for a 

19 civil penalty of not more than $10,000 for each day during 

20 which such person is in violation of this section.''. 

21 dirbotob's butt of lotaltt 

22 Sbo. 102. (a) Each director of a corporation subject to 

23 this Act shall owe that corporation a duty of loyalty equiva- 

24 lent to that which a reasonably prudent person would ezer- 

25 dse under similar conditions in personal bumess affidnk In 
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1 eveiy situation in which a director's personal interest con- 

2 flicts with the interests of the corporation, the duty of loyalty 

3 to the corporation shall prevail over the personal interest 

4 (b) A director of a corporation shall not derive personal 

5 profit or advantage by reason of his position which is not 

6 enjoyed in common by all stockholders, and shall be jointiy 

7 and severaUy liable to the corporation for the benefit of its 

8 creditors or shareholders, to the extent of any injury suffered 

9 by such persons, respectively, as a result of such action. 

10 (c) Whenever a director of a corporation has a personal 

11 interest in a contract or transaction involving that corpora- 

12 tion, such director shall disclose in writing the extent and 

13 nature of such personal interest to the board of directors prior 

14 to any board action on that matter. 

15 (d) Upon being informed of a personal interest under 

16 subsection (c), the board of directors of a corporation subject 

17 to this Act shall ascertain that the terms of the proposed 

18 transaction or contract are as favorable to the corporation as 

19 those available from any other party. 

20 (e) A board member or officer who has disclosed a per- 

21 sonal interest under subsection (c) shall not be counted in any 

22 vote of the board of directors or of any committee of the 

23 board of directbrs, pertaining to such matters. 
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1 dibbotob's duty of oabb 

2 Sbo. 103. (a) Each director of a corporation subject to 

3 this Act shall owe that company a duty of care to perform 

4 the duties of such position in good faith, in a manner such 

5 individual reasonably believes to be in the best interests of 

6 the corporation and with such care as ordinarily prudent indi- 

7 viduals in like positions would exercise under similar drcum- 

8 stances. In performing such duties, such a director shall be 

9 entitled to rely on information, reports, statements prepared 

10 by officers, employees, counsel, accountants, or board com- 

11 mittees whom the director reasonably believes to be reliable 

12 and competent Such a director shall not be considered to be 

13 acting in good faith if such individual refies on such informa- 

14 tion, reports, or statements with knowledge that such reli^ 

15 ance is unwarranted. To ensure that directors can perform 

16 these duties, any such director shall be entitled to obtain from 

17 any present director, officer, or managing agent of an affect- 

18 ed company, information or access to records as may reason- 

19 ably be requested. 

20 (b) Each director of a corporation subject to this Act 

21 who votes for or assents to the declaration of any dividend or 

22 other distribution of the assets of a corporation to its share- 

23 holders contrary to the provisions of this Act or contrary to 

24 any restriction? contained in the articles rf inccnrporation, 

25 shall be jointly and severally liable to the corpdratijhi for the 
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1 amount of sudi divideiid wfaieh ii paid or the value of such 

2 assets wfaieh are distributed in ezoess of the amount of such 
8 dividend or distribution wfaieh could have been paid or dis- 
4 tributed without a violation of th^ provisions of this Act or 
6 the restrictions in the articles of incorporation. 

6 (c) Each director of a corporation sulqect to this Act 

7 who votes for or assents to any distribution of assets of sudi 

8 corporation to its shareholders during the liquidation of th^ 

9 corporation without the payment and discharge of » or making 
10 adequate provision for, all known debts, obligations, and fi- 
ll abifities of the corporation shall be jointly and severally liaUe 
12 to the corporation for the value of sudi assets which are dis- 
18 tributed, to the extent that such debts, oUigations, and fiaUl- 
14 ities of the coiporation are not thereafter paid and dis- 
16 charged. 

16 (d) A director of a corporation subject to this Act who is 

17 present at a meeting of its board of directors at which action 

18 on any corporate matter is taken shall be presumed to have 

19 assented to the action taken unless his dissent shall be en- 

20 tered in the mmutes of the meeting or unless he shall file his 

21 written dissent to sudi action with the secretary d the meet- 

22 ing before the adjournment thereof or shall forward sudi dis- 
28 sent l^ r^g^stered mail to th^ secretary d the coiporEtioii 
24 within five business, days after the ajyournment of the jneek- 
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1 iDg. Such right to dissent shall not apply to a director who 

2 voted in favor or such action. 

3 (e) A director of a corporation subject to this Act shall 

4 not be liable under subsection (b) or (c) of this section if he 
6 relied and acted in good faith upon financial statements of the 

6 corporation represented to him to be correct by the president 

7 or the officer of such corporation having charge of its books 

8 of account, or stated in a written report by an independent 

9 public or certified public accountant or firm of such account- 

10 ants fairly to reflect the financial condition of such corpora- 

11 tion, nor shall he be so liable if in good feith in determining 

12 the amount available for any such dividend or distribution he 

13 considered the assets to be of their book value. 

14 (f) Any director of a corporation subject to this Act 

15 against whom a claim shall be asserted under or pursuant to 

16 this section for the payment of a dividend or other distribu- 

17 tion of assets of a corporation and who shall be held liable 

18 thereon, shall be entitled to contribution from the sharehold- 

19 ers who accepted or received any such dividend or assets, 

20 knowing such dividend or distribution to have been made in 

21 violation of this Act, in proportion to the amounts received by 

22 them. 

23 (g) Any director of a corporation subject to this Act 

24 against whom a claim shall be asserted und^r or pursuant to 

25 this section shall be entitled to contribution from the other 
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1 directors who voted for or assented to the action iq^n wbich 

2 the claim is asserted. This paragraph shall not i^ply to direc- 

3 tors who acted in good faith pursuant.to subsection (e). 

4 BOASD C01IiaTTBB& 

5 Sbc. 104. (a) Each corporation subject to this Act shall 

6 have a supervisory committee and a public policy committee 

7 as follows: 

8 (1) The supervisory committee, to be comprised of 

9 a majority of independent members, shall have the fol- 

10 lowing responsibilities: 

11 (A) recommending to the full board profes- 

12 sionals to be retained as accountants, lawyers, 

13 and auditors; 

14 (B) overseeing, investigating, and receiving 

15 complaints from employees and shareholders con- 

16 ceming policies and practices of the corporation 

17 (and the committee shall include in the annual 

18 report a simunary of complaints received and ac- 

19 tions taken); 

20 (C) recommending the salary and bonus 

21 schedules for officers, directors, and nm-imging 

22 agents; and 

23 (D) designing internal mechanisms and incen- 

24 tives to insure that corporate officers and manag- 
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1 ing agents comply with corporate policies and rel- 

2 evant law. 

3 (2) The public policy committee, to be comprised 

4 of a majority of independent members, shall have the 

5 following responsibilities: 

6 (A) overseeing, investigating, and receiving 

7 complaints from sources outside the corporation 

8 pertinent to corporate policies and practices in the 

9 following areas: consumer protection, environmen- 

10 tal protection, community relations, and law com- 

11 pliance; and 

12 (B) recommending to &e full board of direc- 

13 tors positions and activities of public policy and 

14 political issues, including lobbying, campaign con- 

15 tributions to candidates for Federal office, and po- 

16 litical advertising. 

17 (b) The board of directors of each corporation subject to 

18 this Act shall assure that the supervisory and public policy 

19 committees are provided such staff and resources necessary 

20 to fulfill the duties specified in subsection (a). 

21 (c) The board of directors shall be responsible for insur- 

22 ing that all provisions of this section are complied with and 

23 for considering the recommendations of the supervisory and 

24 public policy committees as provided for by subsection 
2& (i^l)(A)4uid4C)imd(a)(2KBl 
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1 BOABD BBLBOnON 

2 Sbo. 105. (a) Shareholders of votmg Btock of any oorpo- 

3 ration subject to this Act shall have the right to nominate 

4 candidates for the board of directors of such corporation if the 

5 nomination of each such candidate is supported by a reason- 

6 able minimum number or percentage of shares as determined 

7 by the Securities and Exchange Commission. 

8 (b) Only the beneficial owners of stock of a corporation 

9 subject to this Act shall be eligible to nominate a candidate 

10 or to vote for candidates for the board of directors. 

11 (c) All candidates nominated pursuant to subsection (a) 

12 shall have the opportunity to provide each shareholder, 

13 through the proxy material circulated by the corporation, at 

14 least three weeks prior to the shareholders meeting to elect 

15 directors, a brief written statement as to their qualifications 

16 for the position. 

17 (d) All nominees for board of directors shall receive from 

18 the corporation an equal amount of money to solicit proxies 

19 in favor of their election. 

20 (e) Every shareholder entitled to vote in any election of 

21 directors of any corporation subject to this Act may cumulate 

22 such shareholder's votes and give one candidate a number of 

23 votes equal to the number of directors to be elected multi- 

24 plied by the number of votes to which the shareholder's 

25 shares are entitled. Classification, and the staggered election 
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1 of direcUn, or any oliher method of electum which has the 

2 effect of undenmniiig the purposes of cumulative votmg in 

3 protecting the minority representation is prohibited with re- 

4 spect to any such corporation. This section shall i^ply to all 

5 corporations chartered on the date of enactment of and sub- 

6 jecttothisAct 

7 SHABBHOLDBB BBVIBW OF BOABD 

8 Sbo. 106. Shareholders of a corporation subject to this 

9 Act shall be entitled to vote on any transaction involving the 
10 purchase, sale, lease, merger, consolidation, financing, refi- 
ll nancing, dissolution, or liquidation if such transaction in- 
12 volves an amount of funds equal to 5 per centum of the finn's 
IS total assets, or the sale cv redemption of 5 per centum of the 

14 company's outstanding stock, or the authorization of corpo- 

15 rate stock or securities in any amount At least three weeks 

16 before a shareholder vote on any such matter, the board shall 

17 forward a written statement to all shareholders indicating the 

18 vote of directors on the issue, reasons from the majority for 

19 their approval, reasons from the mmority for their disi^prov- 

20 al, and the fcHreseeaUe benefits and risks of implementing the 

21 proposaL 

22 TITLE n— COSPOBATE DISCLOSURE 

23 ANNUAL BBPOBT 

24 Sbo. 201. (a) Each corporation sufagect to this Act shall 

25 publish the fdlowing informatioii in its ammal report: 
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1 iceomiti of eadi iharehoUer, mdfHBny the accounts 

2 hcU hy any dcpotitofy tnitt compaiqr, ahall be aggre- 

3 gated and reported as one accoont in the name of the 

4 bank, bnAer, hdding conq^y, individiial, or other 

5 identified shareholder. 

6 (0 A descr^tion of eadi debt of the corporation 

7 and eadi revolving credit agreement which is not due 

8 to be repaid within one year and with a principal in 

9 excess of |l,OOOtOOO. Each such corporation shall in- 

10 dude the following mformation pertaming to debts or 

11 credit agreements-^ 

12 (A) the name of the creditor; 

18 (B) the character of the debt or agreraient; 

14 (0) the date of origin; 

15 (D)thedateQrmaturi^/ 

16 (E) the total amount of the debt; and 

17 (E) the rate of interest 

18 In addition, each such corporation shall include a copy 

19 of any and aU restrictive covenants attached to the in- 

20 debtedness and a description of all interest in the cor- 

21 poration's properly by creditors. For eadi revolving 

22 credit agreement, the corporation shall report the total 
28 amount of credit available, the commitment fee, and 

24 the averajB^e amount outstanding during eadi month of 

25 the previous calendar year. 
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1 (7) The naxneB and addresBes of eadi member of 

2 the board of directors and a descriplicm of thdr bud- 
8 neas activities in tiie calendar year to which the annual 

4 report applies inchiding— 

5 (A) the primary employment affiliaticm of 

6 each board member; 

7 (B) the nature and extent of aU business con- 

8 ducted between the corporation and any organiza- 

9 tion with which a board member is affiliated (ex- 

10 eluding noiq^fit organizations); 

11 (0) the committees on which the board 

12 member serves; 

18 (D) tiie number of fiill board meetings at- 

14 tended l^ tiie member and the number of such 

15 meetings held; 

16 (E) tiie number of committee meetings at- 

17 tended l^ the member and the number of such 

18 meetings held; 

19 (E) tiie number of years that tiie member has 

20 served on tiie corporation's board of directors; and 

21 (O) the total number and names of corporate^ 

22 boards on which tiie board member serves. 

28 ($) The corporation's assets, gross revenues, total 

24 ei^enses, income tax paid, net income, and number of 

25 employees jat the end of tiie calendar year to idueh tiie 
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1 aimml report appliaa, allooatod in each case to the fol- 

2 lowing geographic regions: 
8 (A) United States; 

4 (B) North America (excluding United States); 

5 (0) Asia-Australia; 

6 (D) Europe; 

7 (E) Ifiddle East; 

8 (B) Latin America/Oaribbean; 

9 (O) Africa; and 

10 (H) South America. 

11 (9) The same information as required by para- 

12 graph (8) of this subsection for the four countries (ez- 
18 eluding the United States) in which the corporation 

14 and its subsidiaries had the largest sales and assets 

15 during the calendar year to which the annual report 

16 applies. 

17 (10) The total annual cost of legal and auditing 

18 services, classified according to the portion of such fees 

19 which are paid to outside firms and the portion which 

20 are paid to employees of the corporation, and the four 

21 law firms and four accounting firms that received the 

22 largest fees, and the amounts of those fees. 

28 (11) The corporation's effectiTe annual tax rate, 

24 defined as current Federal tax liability, divided by net 

25 income before Federal taxes, broken down by the 
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1 United States tax rate on domestic income and the 

2 United States tax rate on foreign income. 

3 (12) The total value for the annual report year of 

4 all (A) Federal contracts, (B) Federal grants, (0) Fed- 

5 eral subsidies, (D) Federal patent grants, and (E) Fed- 

6 eral tax ezpenditured annually. 

7 (13) The amount of money that the corporation 

8 has spent, in the calendar year to which the annual 

9 report applies, on — 

10 (A) political activities as defined in section 

11 162 of the Internal Bevenue Code, including a 

12 description of each such activity; 

13 (B) contributions to candidates for Federal 

14 office, including the names of each candidate re- 
16 ceiving contributions and the sum given; and 

16 (C!) paid political or advocacy advertisements, 

17 including any and all payments to media consult- 

18 ing firms for this purpose. 

19 (b) The corporation shall furnish a copy of its annual 

20 report to any member of the public upon request. The corpo- 

21 ration may charge a reasonable fee to any member of the 

22 public, not a stockholder, who requests an annual report. 

23 Such fee shall not exceed the cost of reproduction of the 

24 report 
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1 FUHTUMB DI80L08UEB 

2 Sbo. 202. The Seemities and Exchange Oommissum 
8 may leqoire fdrther diadorare to enaUe stoekhold^ 

4 judgments on a oorporation'a performanoe and its impact on 

5 the commmuiy and on the natural environment, inchidhig bat 

6 not limited to, subject matters specified in this Act 

7 TITLE m— EMFLOTMENT MAINTENANCE 

8 NOnOB OF SiTBMT TO OHANGB 0PBBATI0N8 

9 Sbo. 301. (a) Whenever a corporation subject to this 

10 Act intends to undertake a change of operations at an estab- 

11 lishment that, within six months after such change, would 

12 result in a loss at reduction in employment to five hundred or 

13 more individuals, then such corporation shall, not less than 

14 twenty-four months prior to such change, furnish the Secre- 
16 tary of Labor, affected employees, and community repre- 

16 sentatives written notice of the timing and the extent of any 

17 closing, transfer, or reduction resulting firom such change. 

18 (b) If the Secretary finds that the corporation could not 

19 reasonably have predicted its intention to undertake a change 

20 of operations described m subsection (a), the Secretary may 

21 allow such shorter notice as may be reasonable under the 

22 circumstances. 

23 (c) No later than thirty days after the Secretary receives 

24 the notice required in subsection (a), the Secretary shall 

25 inform each employee at the establishment witbfespect to 



Digitized by VjOOQ IC 



879 



20 

1 ivluch such nolioe in ghren, of aD rights, protections, services, 

2 and assistance available to such employee under this titie. 

8 INVB8TIQATI0N OF INTBNDBD CHANOB OF OPBBATIONS 

4 8bo. 802. (a) In the case of any change of operations at 

5 an establishment with respect to which notice is required in 

6 section 801(a) the Secretary shall conduct an investigation 

7 into, and shall hold public hearings on, the matters described 

8 m subsection (b) if the Secretary receives, not later than sixfy 

9 days after such notice is given, a written request for such 

10 investigation from any authorized representative of any af- 

11 fected labor organization, or from not less than 10 per 

12 centum of the employees, at such establishment. 

18 (b) An investigation conducted by the Secretary under 

14 subsection (a) shall be directed to the following: The econom- 

15 ic reasons for the intended change of operations; the estimat- 

16 ed extent of aigr economic or social loss to the employees 

17 affected by.such change of operations; the estimated extent of 

18 any economic or social loss to any affected unit of general 

19 local government and to any affected group of residents in 

20 the geographical area in which such establishment is located; 

21 and the feasilrility of preventing or minimizing such employ- 

22 ment loss by the modification of product lines and production 
28 techniques at such establishment. 

24* (c) For the purpose of oonducting any investigation 

26 undor subsection (a), the Seeretaiy may issue subpenas re- 
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1 qpiiring the attendanoe aiid testimony of witn^ 

2 ing the production of any evidence. 

3 BBPOBT OF INVB8TI0ATI0N 

4 Sbo. 303. After any investigation conducted under sec- 

5 tion 302(a) is concluded, the Secretary shall prepare and pub- 

6 lish a report containing his findings with respect to the mat- 

7 ters described in section 302Q)) and his reconunendations re- 

8 garding actions required to be taken in order to prevent or 

9 minimize the harmful economic and social effects which will 

10 result from the change of operations at the establishment 

1 1 with respect to which such investigation is conducted. 

12 TBANSrriONAL ASSISTANCE BT BUSINESS C0NCEBN8 

13 Seo. 304. (a) Any corporation required to give notice 

14 under section 301(a) shall, for a period not to exceed one 

15 year — 

16 (1) pay to each employee who suffers an employ* 

17 ment loss at such establishment a weekly income main- 

18 tenance payment — 

19 (A) equal to 85 per centum of the employee's 

20 prior average weekly pay, or 

21 (B) equal to 1(X) per centum of such pay if 

22 such employee is participating in any training pro^ 

23 gram provided by the Secretary, and 

24 (2) make payments with respect to such employee 

25 as if such employee had not suffered such employmoit 
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1 loss, to any employee benefit plan in effect at such es- 

2 tablishment to which such corporation is obligated to 

3 contribute with respect to such employee. 

4 (b) A payment payable under subsection (aKl) shall be 

5 reduced by an amount equal to any wages or compensation 

6 from other sources. 

7 (c) No corporation shall be required to make total pay- 

8 ments under subsection (a)(1) to an employee exceeding 

9 $25,0(X) for any fifty-two-week period, or to an employee for 

10 any week beginning after such employee refuses to accept 

11 employment offered under section 305(a), located within a 

12 reasonable commuting distance of the regular residence of 

13 such employee, or to an employee for any week during which 

14 such employee refuses to participate, or fails to make satis- 

15 factory progress, without good cause, in any training or 

16 placement program made available by the Secretary. 

17 TBANSFEB OF EBCPLOTEES 

18 Sec. 305. (aKl) In accordance with rules promulgated 

19 by the Secretary, a corporation required to given notice 

20 under section 301(a) shall offer to any employee who suffers 

21 an employment loss at an establishment with respect to 

22 which such notice is required any employment which be- 

23 comes available at any establishment of such corporation in 
^4 the three-year period b^ginsinf'ra the date such employment 
25 loss occurs and which such employee is qualified to perfcnm, 
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1 to the extent thai such oorporatioiQ ean proyi^ 

2 ment iinder this pangnqph without vH>latiiig an^ 

8 any collective bargaining agreement in effect with respect to 

4 such employment, such establishment, at such corporation. 

5 (2) Such employment shall provide equivalent wages 

6 and benefits as the prior employment. 

7 <b) Any employee who is aggrieved by any failure of a 

8 corporation to comply with subsection (a) may seek relief in 

9 accordance with section 811. 

10 BMPLOTBB BBNBFIT PLANS 

11 Sbo. 806. (a) An employee who participates in any em- 

12 ployee benefit plan of an establishment and with respect to 
18 whom payments to such plan are required under section 

14 804(aK2) shall be eligible to participate in such plan during 

15 any period for which such payments are required. 

16 (b) If an employee participates under subsection (a) in 

17 any employee pension benefit plan and has participated in 

18 such plan for not less than five years prior to the loss of 

19 employment, then such employee's rights in such plan shall 

20 vest completely and nonforfeitably on the date such loss 

21 occurs. 

22 UABIUTT fob loss OB BBVBNUB 

23 Sbo. 807. (aXl) Any corporation is required to give 

24 notice under section 801(a) shall be liable as provided in 

25 paragraph (2) to each unit of general local government to 
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1 which such corporation was liable for any revenue payable 

2 with respect to real or personal property at the establishment 

3 involved, in any of the three preceding fiscal years. 

4 (2) The amount for which such corporation shall be 
6 liable under paragraph (1) to such unit of general local gov- 

6 emment shall be determined by the Secretaiy of Labor and 

7 shall be an amount equal to 85 per centum of the projected 

8 loss of revenue for a one-year period to such unit. Payments 

9 under this paragraph shall be for a period not to exceed one 

10 year. 

11 (bXl) Any corporation required to give notice under sec- 

12 tion 301(a) with respect to an establishment that undertakes 

13 a change of operations from such establishment to an estab- 

14 lishment outside the United States when an economically 
16 viable alternative to such transfer exists, then such' corpora- 

16 tion shall be liable to the United States as provided in para- 

17 graph (2). 

18 (2) The amount for which such corporation shall be 

19 liable under paragraph (1) shall be determined by the Secre- 

20 taiy of Labor and shall be an amount equal to 300 per 

21 centum of the projected loss of revenue to the United States 

22 for a one-year poiod. 

23 FEDERAL A88I8TAN0B TO EMPLOTBES 

24 Seg. 308. The Secretaiy, in consultation with the Na- 
26 tional Employment Priorities Advisoiy Council, shall imple- 
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1 ment a oraiprehensive program to provide assistance to em- 

2 ^oyees who su£fer or may su£fer an employment loss at an 

3 establishment with respect to which notice is required under 

4 section 301(a). Such program shall include (1) training pro- 
6 grams, and (2) job placement services. 

6 A88I8TAN0B TO OBBTAIN BMPLOTBBS AND TO 

7 GOOPBBATIVB ASSOCIATIONS OF BMPLOTBBS 

8 Sbg. 309. The Secretaiy may provide, on such terms 

9 and conditions as the Secretaiy deems to be appropriate, to 

10 any employer or cooperative association of employees which 

11 is deemed eligible, loans, loan guarantees, and technical as- 

12 sistance for the purpose of — 

13 (1) eiqpanding operations at, or acquiring ovimer- 

14 ship of, an establishment with respect to which notice 

15 is required under section 301(a); 

16 (2) constructing new establishments in the same 

17 vicinity; or 

18 (3) undertaking research and development projects 

19 designed to identify new markets and additioiial em- 

20 ployment opportunities related to entry into such mar- 

21 kets, and new production and marketing techniques. 

22 . CIVIL VIOLATIONS AND PBNALTIBS 

23 Sbc. 310. (a) It shall be unlawful for any corporation to 

24 fail— ^ 
26 (1) to give notice required in section 
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1 (2) to provide assistance with respect to employ- 

2 ees under section 304. 

3 (3) To offer employment with respect to employ- 

4 ees imder section 305. 

5 (b) If, after a hearing conducted by the Secretary, the 

6 Secretary finds that a corporation has violated subsection (a), 

7 then the Secretary shall assess against such corporation an 

8 appropriate civil penalty, but not in excess of $5,000 per day, 

9 determined in accordance with regulations prescribed by the 

10 Secretary. 

11 EQUITABLE BELIEF TO EMPLOYEES 

12 Sec. 311. (a) It shall be unlawful for any corporation 

13 required to give notice imder section 302(a) to fail to comply 

14 with section 304(a) in the case of any employee who suffers 

15 an employment loss at any establishment with respect to 

16 which such notice is required. 

17 (b) It shall be unlawful for any corporation to discrimi- 

18 nate agamst any employee because such employee participat- 

19 ed in, assisted in any manner, or requested any investigation, 

20 hearing, or other proceeding imder this title. 

21 (c) If the Secretary finds that a violation of subsection 

22 (a) or subsection (b) has occurred, then the corporation which 

23 committed such violation shall take such action with respect 

24 to such employee as the Secretary finds equitable and orders. 
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1 inehidiiig the transfer or reinstatement of such employee, and 

2 the payment of lost wages. 

3 TITLE IV— RIGHTS OP EMFLOTEES 

4 ABfENDlfENTS TO THE NATIONAL LABOR RELATIONS ACT 

5 Sec. 401. (a) Section 1 of the National Labor Eolations 

6 Act is amended by adding at the end thereof the fdlowing 

7 new paragraph: 

8 'It is further declared to be the policy of the United 

9 States to protect employees in the security of their emplqy- 

10 ment by ensuring that they are not deprived of such emplqy- 

11 ment on the basis of their having exercised their constitution- 

12 al, civfl, or other legal rights, or because of their refusal to 

13 engage in unlawful conduct as a condition of employment''. 

14 0>) Section 2 of the National Labor Eolations Act is 

15 amended by adding at the end thereof the foDowing new 

16 paragraph: 

17 ''(15) The term 'just cause' shall be defined in accord- 

18 ance with the common law of labor contracts established pur- 

19 suant to section 301 of the National Labor Eolations Act, 

20 except that such term shall not include (A) the exercise of 

21 constitutional, civfl, or legal rights; (B) the refusal to engage 

22 in unlawful conduct as a condition of employment; (0) the 

23 refusal to submit to polygraph or other similar tests; or (D) 

24 the refusal to submit to a search of someone's person or prop- 
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1 erty, other than routine inspections, conducted by an em- 

2 ployer without legal proce88/\ 

3 (c) Section 7 of the National Labor Relations Act is 

4 amended by adding at the end thereof the following: "Em- 

5 ployees shall have the farther right to be secure in their em^ 

6 ployment from discharge or adverse action with respect to 

7 the terms or conditions of their employment except for just 

8 cause/\ 

9 (d) Section 8(a) of the National Labor Relations Act is 

10 amended by striking out the period at the end of paragraph 

11 (5) and inserting in lieu thereof a semicolon and by adding 

12 after such paragraph the following: 

13 ^'(6) to discharge or otherwise discriminate against 

14 an employee except for just cause/\ 

16 TITLE V— CRIMINAL AND CIVIL SANCTIONS 

16 NOTICE 

17 Sbg. 501. A Federal court, in imposing a sentence on a 

18 corporation which has been found guilty or has plead guilty 

19 or nolo contendere to a violation of any Act for which crimi- 

20 nal penalties can be imposed, may order, in addition to any 

21 other sentence imposed, that the corporation give notice and 

22 eiqplanation of the conviction, by mail, or by other appropri- 

23 ate means, in such form as the court may approve, to share- 

24 holders and the class of persons injured by the violation. 
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1 OBDBB OF BBSTITUnON 

2 Sbg. 602. A Federal distriet court, in imposmg a sen- 

3 tence on a corporation which has been foond goiUj of an 

4 offense causing bodily injuiy or property damage or other 

5 loss, may order, in addition to any other sentence imposed, 

6 that the defendant make restitution in an amount and manner 

7 set by the court 

8 D0X7BLB DA1CAOB8 

9 Sbg. 503. A corporation which has been found guilty of 

10 an offense through which pecuniary gain was derived, or of 

11 an offense resulting in bodfly injuiy or damage to the natural 

12 envu^nment, shall be sentenced to pay a fine that does not 

13 exceed twice the gross gain deriyed or twice the gross loss 

14 caused, whichever is greater. 

16 DISQUALIFIGATION 

16 Sbg. 604. When a director, officer, or managing agent 

17 of a corporation is convicted of a violation of law arising out 

18 of his or her employment, a court of equity may disqualify 

19 such du*ector, officer, or managing agent from exerdsmg sim- 

20 ilar functions in the same or other corporations subject to this 

21 Act, for a period not to exceed the maTrimum sentence for 

22 which an individual may be imprisoned for sudi a violation. 

23 JUBIGIAL OVBBSIOHT 

24 Sbg. 606. In its discretion, and in light of a pattern of 
26 abuses of Federal law, a court of equity may appoint. a,^l^e» 
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1 cial Master to oversee relevant corporate operations, and 

2 may order such other relief as may be necessary to assure 

3 corporate compliance with Federallaws. 

4 OMISSION TO PBBFOBM A DUTY ON BEHALF OF A 
6 COBPOBATION 

6 Sbg. 606. Except as otherwise eiqpressly provided, 

7 whenever a duty to act is imposed by a Federal statute, regu- 

8 lation, rule or court order upon a corporation subject to this 

9 Act, a director, officer, or managing agent having direct and 

10 significant responsibility for the subject matter to which the 

11 duty relates shall be liable for a violation thereof if such 

12 agent knew or resonably should have known that the omis- 

13 sion would lead to the violation. 

14 BECKLBSSS FAILUBB TO SUPBBVI8B CONDUCT OF A 
16 COBPOBATION 

16 Sbc. 607. Except as otherwise eiqpressly provided, a 

17 director, officer, or managing agent reponsible for supervising 

18 particular activities on behalf of a corporation subject to this 

19 Act who, by a reckless failure to supervise adequately those 

20 activities, permits or contributes to the commission of a viola- 

21 tion of Federal statute, regulation, or rule by such corpora- 

22 tion shall be criminally liable for the offense. 

23 DUTY TO BBPOBT BISK 

24 Sbc. 608. (a) Whenever a director, officer, or managing 
26 agent of a corporation knows or reasonably should know. 
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1 that a prodiioty biifliiiess process, or service of sudi coipora- 

2 turn may cause death or serious injuiy to any employee, cus- 

3 tomer, or other person, such director, officer, or managing 

4 agent shall report such risk to a Federal or State authority 

5 which such director, officer, or managing agent helieyes has 

6 jurisdiction over the subject matter. Any violation of this seo- 

7 tion may be punished by a fine of not more than $50,000 or 

8 imprisonment for not more than two years, or botL 

9 (b) Each corporation subject to this Act shall post 

10 prominently in their various veorl^laces notice of subsection 

11 (a) of this section and a list of those State and Federal agen- 

12 cies charged with regulating their products, services, oper- 

13 ations and working conditions. 

14 TITLE Vn--JIJKISDICTION, ENFOECEMENT, AND 

15 RIGHT OF ACTION 

16 APPLICATION OF ACT 

17 Sec. 601. (a) This Act shall, with respect to any calen- 

18 dar year beginning on or after the effective date of this Act, 

19 apply to any manufacturing, mining, retailing, and utility cor- 

20 porations, organized and doing business in the United States 

21 which has more than $250,000,000 in total assets or annual 

22 sales, or more than five thousand employees, in any of the 

23 three calendar years preceding such calendar year, except 

24 that title I shall not apply to a corporation with fewer than 

25 twenty-five stockholders. American subsidiaries of foreign 
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1 corporations which have assets, sales, or emplyees in excess 

2 of such amounts in the United States are subject to this Act 

3 as if they were domestic corporations, except that title I does 

4 not apply unless such subsidiaries are listed on a stock ex- 
6 change in the Ttnited States. 

6 (b) Unless otherwise provided by Act of Congress, num- 

7 bers specified in subsection (a) shall be increased by 10 per 

8 centum each calendar year following the first such year for 

9 which this Act is effective. 

10 EFFECTIVE DATE 

11 Sec. 602. This Act shall become effective for the first 

12 calendar year commencing more than six months after the 

13 date of its enactment. Within six months of the date of enact- 

14 ment, the Securities and Exchange Commission, the Depart- 

15 ment of Labor, and the National Labor Relations Board shall 

16 propose and promulgate, in accordance with the requirements 

17 of chapter 5 of title 5, United States Code, all rules and 

18 regulations necessaiy to effect the provisions of this Act. 

19 PRIVATE EIGHT OF ACTION 

20 Sec. 603. Any person aggrieved by a violation of this 

21 Act may commence a civil action in Federal district court for 

22 money damages or injunctive relief against any corporation 

23 subject to this Act or director, officer, or managing agent 

24 thereof alleged to have violated this Act, or against the Sec- 

25 retaiy of Labor, the National Labor Belations Board, or the 
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1 Secoriftiet and Bzchaiige Oommiiwioii for failare to enforee 

2 the standardB and roqoireinents set forth m t^ 

3 STOGKHOLDEBS' DBBIVATIVB 8UIT8 

4 Sbg. 604. (a) An action may be brought in the ri^t of a 

5 corporation subject to this Act to procure a judgment in its 

6 favor, by the holder of shares or of voting trust certificates of 

7 the corporation or of a beneficial interest in such shares or 

8 certificates, or by the holder of a debt security convertible 

9 into such shares or certificates. 

10 (b) In any such action, it shall be made to appear that 

11 the plamtiff is such a holder at the time of bringing the adaon 

12 and either (1) that he was such a holder at the time of the 

13 transaction of which he complains, or (2) that his shares or 

14 his interest therem devolved upon him by operation of law, or 
16 (3) that he did not have actual knowledge of the transaction 

16 of which he complains and that the corporation had not made 

17 the facts of such transaction known in a public manner at or 

18 prior to the time that he acquired his interest 

19 (o) Suit may be brought under this section to recover 

20 any losses or damages suffered by a corporation subject to 

21 this Act in connection with a breach of a legal or equitable 

22 obligation to tiie corporation or to recover any eiq^nses in- 

23 curred by the corporation in connection with a violation of 

24 law by the corporation. ^ computing the amount recoveraUe 
26 under this sectioUt the court may disregard any benefit that 
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1 resulted to the corporation if such offset would firustrate 

2 public policy under this or any other provision of law. 

3 (d) No action under this section against any present or 

4 former directors or employees of a corporation subject to this 

5 Act, in which it is alleged that any such person personally 

6 benefited firom his conduct or that such person failed to ezer- 

7 cise his duty of due care, may be dismissed on motion of any 

8 defendant on groimds that the board of directors or any com- 

9 mittee thereof exercised its business judgment not to bring 

10 such suit, or that it is in the best interest of the corporation 

11 that such suit not be brought, except as otherwise provided in 

12 subsection (e). 

13 (e) In the discretion of the court, a suit brought under 

14 this section may be dismissed if all of the following conditions 
16 are satisfied: 

16 (1) It is established by the moving party that a 

17 majority of the board of directors is composed ojf per- 

18 sons who are both independent and not interested in 

19 the transaction that is subject to the suit. 

20 (2) The board of directors approved the discon- 

21 tinuance of the suit by an affirmative vote of a major- 

22 ity of the full board of directors, and that such majority 

23 did not include the vote of any person who disclosed an 

24 interest in the transaction pursuant to section 102(c) of 
26 this Act or who was not independent 
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1 (8) H 18 estaUiflhed by the moving party that the 

2 board of directors investigated and considered the 

3 merits of the suit with due care commensurate with 

4 the gravity d the claim. 

5 (4) The transaction did not involve any personal 

6 dealings, directly or indirectly, between the corpcnration 

7 or a subsidiary and any present executive officer of the 

8 corporation. 

9 (6) The court determines that the action of the 

10 board is fair/ reasonable, and m good faith. 

11 COMPLIANOB BBVIBW 

12 Sbg. 605. (a) Any shareholder of a corporation subject 

13 to this Act may request the Securities and Exchange Oom- 

14 mission to investigate such corporation's compliance with the 
16 provisions of this Act In conducting an investigation the Se- 

16 curities and Exchange Commission shall be permitted to sub- 

17 pena witnesses and documents from the corporation. 

18 0>) The Securities and Exchange Oommission shall have 

19 authority to take civil action against corporations and their 

20 directors, officers, and managing agents when it has reason- 

21 able cause to believe them to have violated provisions of this 

22 Act 

23 COSTS OF UnOATION 

24 Sbo. 606^ Any party, other than the Government, shall 
26 be entitled in action under section 608 to recover rea^nable 
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1 attorneys' fees and other reasonable costs of litigation against 

2 a corporation subject to this Act if (1) the party substantially 

3 prevails in a court of final jurisdiction, (2) the court deter- 

4 mines that such action served an important public purpose, 

5 and (3) either the party can demonstrate that its economic 

6 interest is small in comparison to its costs of effective partici- 

7 pation or that it lacks sufficient resources to participate effec- 

8 tively in the action absent an award. 

9 8UPPLBMBNTABT NATUBB OF ACT 

10 Sbg. 607. The rights and remedies provided for in this 

11 Act shall be in addition to and not in lieu of any other rights 

12 and remedies provided by common law or under other Feder- 

13 al or State law. 

Senator Sarbanes. Gentlemen, thank you. I have just a couple of 
question I wanted to ask. 

Mr. Green and the others, if you wish to comment, what do you 
say to the argument that was advanced that the standards would 
become not minimum standards, but maximum standards; that 
they will be not a floor but a ceiling? 

I don't know whether you were here throughout the morning 
testimony, but that assertion was made by a number of witnesses. 

Mr. Green. I wasn't here at that time. 

Senator Sarbanes. It is an argument you have obviously heard. I 
am interested in your comments. 

Mr. Green. If that were true, fine. It is better than the prevail- 
ing system. That is, if at a minimum large companies under the act 
had to have a magority of the board as independent, and independ- 
ent was defined as the act does, that would be an advance over the 
situation today where only some companies have a majority of 
their board independent. 

Second, this act does not wholly preempt State chartering. There- 
fore, there will be States who may experiment with other models. 
That's always been true, at least from Justice Frankfurter's state- 
ment that the States should be laboratories of experimentation. 

REGULATION ARGUMENT 

Finally, one can always argue against any regulation that it 
shouldn't be pursued because instead of being a floor, it could be a 
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ceiling. I think it is neither a floor nor a ceiling. It is a step 
forward, and I would like to see it as a result. 

Mr. Nader. This argument is often made in the area of health 
and safety regulation. Even there it doesn't obtain that often, even 
in auto safety regulation, for example, where there are minimum 
standards, there are examples such as Volvo and Saab and others 
who have exceeded these standards. Japanese cars, for example, 
have exceeded minimum pollution control and fuel efficiency 
standards. 

The important point is that this is not regulation. This is ac- 
countability. When you give shareholders cimiulative voting power, 
that is a standard. The cumulative voting right is a standard that 
applies to all corporations if this bill were to pass. But that stand- 
ard empowers shareholders to put forth their own proposals and to 
feed back their own urgencies to increase further corporate per- 
formance and corporate accountability. 

So it is very important to distinguish between a regulatory ap- 
proach, which this is not, and an accountability approach. Aq 
accountability approach is a kind of yeast. It says that each corpo- 
ration shall have the yeast, and the shareholders, whom the corpo- 
ration is accountable to, will at a varying rate, depending on the 
need and the corporation and the industry, use that yeast to raise 
higher the standards that apply to various corporations. 

Senator Sarbanes. Mr. Gilbert? 

Mr. Gilbert. Mr. Chairman, Mr. Green correctly brought out 
this voluntary, which the other people stress. I can tell you unfor- 
tunately our laws have to be devised not for the majority that are 
willing to do things right, but for that minority that doesn't wish to 
do them right. And in regard to nominating committees, which we 
are 100 percent for, voluntarily we have heard that yes, they are 
moving in that direction; but you don't know how slow it is 
moving. 

NOMINATING COMMITTEES 

I have just completed a number of resolutions to require nomi- 
nating committees on many of the large corporations which are 
listed on the New York Stock Exchange and to this day the state- 
ment is made in proxy statements, we do not have a nominating 
committee. 

Senator Sarbanes. The limitation on size of the compcuiies cov- 
ered by the legislation, is there a rationale for that that is — or is 
there a rationale for that other than just the pragmatic one? 

Mr. Gilbert. I think it should go beyond that. We can't do 
everything at a time. I think this would be a great forward step in 
its present format. I think all publicly owned companies, if tiiey 
are publicly owned, should have to apply the same standards. 

Senator Sarbanes. So you think they all should? 

Mr. Gilbert. Yes, indeed. Sometimes the small corporations have 
more abuses than the big corporations, because they don't get the 
press' attention and they are overlooked. 

Mr. Green. When I had done research on the subject 1 year ago, 
our group. Congress Watch, concluded that a standard of $250 
million in sales or assets and/or 5,000 employees was a preferable 
standard. That would have embraced about 800 industrial and 
retail corporations. Clearly that standard versus the standard on 



Digitized by VjOOQIC 



397 

page 3 of the bill are arbitrary in a sense. It could be $260 million, 
it could be $1.1 trillion under section C. 

I think what is important is that the standard affect the veiy 
large corporation in America because that is where the problem is 
now in terms of the political, biological, worker consumer and 
generational impact of corporations in America. 

Second, there is a tactical judgment. Clearly a standard that 
applies to more companies would be difficult to pass into law, nor 
has an empirical demonstration been made yet that it should pass 
into law. So let's try it initially with the largest companies where I 
think the need for accountability is the greatest. 

Senator Sarbanes. I take that to be that it is a pragmatic calcu- 
lation; is that correct? 

Mr. Gilbert, as I understand it, his position and logic at least, is 
that all publicly owned companies should be covered on the theory, 
I guess, you are dealing with questions of accountability within the 
corporate structure. And if they are publicly owned, under this 
rationale that he is advancing, you should reach them all. 

Do you disagree with that? 

Mr. Green. No, I made the statement that they should, but this 
is a step in the right direction. Mr. Green has just made, I think, 
the same point. 

Senator Sarbanes. I am not quite clear whether Mr. Green's 
response is only a pragmatic one, or whether he has some rationale 
that does not reach the total way that is nonpragmatic. 

Mr. Green. If I had plenary authority, which I won't have in the 
near future, I would like to see these democratic standards of 
disclosure and involvement of constituencies apply to all publicly 
held corporations, period. The standard that I establish apply to 
800. The standard that the SEC establishes apply to, remind me, 
3,000 to 5,000 corporations? We must fall far short of the 1.8 
million corporations in this country, most of which are closely held 
or privately held and not publicly held. 

Senator Sarbanes. If you had that plenary power, would you 
establish a Federal standard for all publicly held corporations in a 
fully defined way? 

Mr. Green. Yes, to the extent of the Rosenthal bill. I am not now 
prepared to go beyond that. The Rosenthal bill applies to only a 
very minor percentage of the potential universe of standards that 
State charters apply to. There is much that State charters do that 
neither the Metzenbaum or Rosenthal Bill attempt to do. I would 
want to maintain that modestly until I saw how these most funda- 
mental of standards would work. 

Mr. Gilbert. I would like the record to show that while I am 100 
percent for the Metzenbaum bill, I am not necessarily for the other 
bill to which he refers. 

Senator Sarbanes. I see. 

Well, gentlemen, you have been very helpful and we appreciate 
your contribution. I think you have developed a very important 
record here this morning. It is nice to see you all. 

The subcommittee will stand adjourned. 

[Whereupon, at 12:50 p.m., the subcommittee was adjourned.] 

[Additional material received for the record follows:] 
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STATEMENT OF 
A. A. 80NKER, JR. 

Mr. Chairman, Senators i 

My name is A. A. Somner, Jr. I am a partner in the 
Washington office of Morgan, Lewis i Bockius. From 1973 to 1976 
I was a Commissioner of the Securities and Exchange Commission. 
Perhaps more importantly for the purposes of this hearing I was 
the Chairman of Senator Howard M. Metzenbaum's Advisory Committee 
with respect to corporate governance. After the hearings of his 
Subcommittee on Citizens' and Shareholders' Rights and Remedies of 
the Committee on the Judiciary of the United States Senate, in 
June 1977, Senator Metzenbaum, whose career has included distin- 
guished achievement as a lawyer, legislator and chief executive 
officer of publiclyheld companies, appointed an advisory committee 
to assist him in the development of concepts and proposals for 
change in corporate governance. This Conmittee, the members of 
%rtiich are listed on an attachment to this Statement, met on several 
occasions and spiritedly debated a number of proposals concerning 
changes in corporate governance ranging from suggestions that might, 
in the lexicon of most people, be regarded as "radical" to a 
proposal for m2Lndating audit coimnittees made up of independent 
directors, an institution that has gained almost total acceptance 
today, at least by larger corporations. 

As might be expected of a group as diverse as Senator 
Metzenbaum's Advisory Committee and having as many differing percep- 
tions of what should ideally be the relationship between business 
and government, the Committee was unable to reach agreement on the 
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appropriate role of the federal government and federal legislation 
in the reform of corporate governance. However unremarkable that 
failure to reach unanimity may have been, in my estimation more 
remark2d3le was the fact that the Committee did reach total unanimity 
on some very important matters. A copy of the Report which was 
subscribed by all members of the Committee is attached and I will 
not review it in detail. The members of the Committee were 
unanimous in their belief that indeed there is a need for change in 
some of the structures and methods of corporate governance and that, 
certain practices which have been emerging steadily in the last 
decade (for instance, boards with majorities of independent directors, 
audit committees composed entirely of such directors, nominating 
committees with majorities of such directors) are good and should be 
adopted by those corporations which do not now have them in place. 

During my tenure as Chairman of Senator Metzenbaum's Advisory 
Committee I sought to maintain a strict neutrality as between those 
who favored some form of federal legislation and those who opposed 
it. I would in this Statement propose to maintain that neutrality; 
however, the remainder of my remarks may suggest a bias. 

As one surveys the corporate landscape these days, I think 
there is reason for amazement and satisfaction as one discerns the 
progress that has been made in strengthening the processes and 
techniques of corporate governance. Much of the stimulus for this 
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came from events during the period %rtien I was a member of the 
Secvurities and Exchange Commission: the disclosure that large 
numbers of American companies had engaged in violations of the 
federal election laws or made illegal or improper payments abroad; 
somewhat spectacular corporate failures accompanied by charges of 
improper accounting and lax corporate supervision; a rising suspicion 
ofithe ways in %rtiich o\ir corporate world conducted its affairs. Out 
of those events, and other forces as well, there has been an inten- 
sive soul-searching within corporations to determine what must be 
done to avoid similar events in the future and what must be done 
to restore the confidence of the American public in American 
corporations and their leaders. 

Figures assembled by The Conference Board and other organiza- 
tions testify to a draunatic increase in the adoption by corporations 
of such practices as audit committees made up of outside directors, 
boards with a majority of outside directors, nominating and compensa- 
tion committees similarly constituted, special committees to 
investigate charges of corporate imptopriety and so on. A recent 
survey by Kom-Ferry International amply evidences these trends: 
out of 552 companies which responded to its survey, 98.9% had audit 
committees (all companies reported this committee was composed 
entirely of outside directors), up from 89.2% in 1975; 90.2% had 
compensation committees, up from 87.7% in 1975; and about half now 
had nominating committees. Companies that once were regarded as 
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iiopregnzdsle to the Introduction of practices such as substantial 
nunbers of outside directors have now adopted them - Dow Chemical, 
Standard Oil of New Jersey and McDonnell Douglas. I can state 
from my ovm experience as a lawyer and as a corporate director 
that where once m2Lny managements acquiesced in these "reforms" 
grudgingly and reluctantly, the times have changed to such an extent 
that m2Lny of those one-time "reluctant dragons" are not enthusiastic 
supporters of these changes in corporate governance, for they have 
witnessed the benefits which have accrued to their corporations 
from them. 

Numerous forces are continuing to shape the perceptions of 
corporate America concerning corporate governance and what should 
be done about it. The Business Roundtable several years ago issued 
a pamphlet which in clear and unmistakable terms opted for such 
things as a majority of outsiders on boards, independent audit 
committees and so on. Similarly the American Bar Association 
Section of Corporation, Bsmking and business Law, of which I am 
Chairman, has in the last three or four years issued two noteworthy 
and progressive documents detailing the responsibilities of directors 
and desirable forms of corporate governance. 

There is indeed change in the corporate air. At one time I 
had concern lest the momentum aUaate and the quest for greater 
corporate accountability be aborted. I no longer feel those 
concerns. I feel that the businessmen of today, with relatively 
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rare exceptions, are deeply imbued with a broad sense of respons- 
ibility and a realization of the need for structures that will 
assist corporate management in meeting those responsibilities. 

To dwell upon a single development, I have time and again 
in the four and one-half years I have been away from t^ . Commission 
seen audit committees function effectively, aggressively aind quite 
independently. They have demanded the right information and they 
have applied the right pressure. Because of the enhanced sense of 
responsibility of board members in general, and particularly those 
who are customarily regarded as outside directors, and because of 
the increased awareness on the part of management that these new 
structures and practices have value, both from the standpoint of 
the effective functioning of 'the corporation and the maintenance 
of public confidence in American corporations, it seems to me most 
unlikely that there will in the future be an abatement of progress 
with respect to these matters. 

From the perspective of the year 2000, I suspect that events 
of the '70s and '80s in corporate America will be seen as one of 
the great triumphs of self -discipline and self -regulation. There 
is still a good deal of evolving to occur with regard to many 
matters in the corporate area. The reconciliation of social 
responsibility with the traditional corporate role of profit- 
making for shareholders is developing and it seems to me unlikely 
that any sort of legislation would be appropriate to deal with that 
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problem. Similarly the presence of labor on corporate boards, 
highlighted by the election of Mr. Douglas Fraser to the board 
of Chrysler Corporation, is a development that will be watched 
carefully and analyzed closely. The traditional conception that 
directors have a fiduciary responsibility that runs only to 
shareholders is even now being reexsunined , not only in this country, 
but abroad as well. The Companies Act of 1980 in the United Kingdom 
specifically provides that directors shall be concerned with the 
welfare of employees as well as that of shareholders, and Chairman 
Harold M. Hillieuns of the Securities and Exchange Commission and 
other commentators have suggested that in tender offer situations 
the board of the target compemy must be concerned with the welfare, 
not only of shareholders, but of employees, communities and other 
"constituents'* as well. These matters are evolving and I think 
they are evolving in a satisfactory fashion. 

There is one provision of the proposed legislation being 
considered by this Subcommittee which I would address specifically, 
neunely, the provision that would require the establishment of 
procedures for shareholder nomination of candidates for the office 
of director. This provision obviously has its emalogy in our 
political life and is based upon the assumption that if elections 
for the office of director became contested and if there were more 
"popular" input in the nominating process, the process of corporate 
governance might be strengthened. 
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I respectfully suggest that the analogy is false and the 
premise upon which the proposal is based is faulty. The popular 
election of Representatives, Senators, Presidents and other office 
holders depends for its effectiveness upon the day-after-day, 
constant exposure of their conduct and their competence through 
the media. When the time comes to assess the way in which an 
office holder has carried out his duties, there is ample publicly- 
available information from which one may develop a conclusion. 
With regard to corporate directors, the situation is different. 
Their deliberations occur behind closed doors; their votes on 
critical issues are not disclosed; the character of the advice which 
they give to m2Lnagement is confidential. In short, because of the 
nature of the corporation and the necessity for maintaining secrecy 
with regard to many of its affairs , the record on \hich a shareholder 
might base a judgment with regard to the competence of a director is 
not available to him. Consequently there is no rational basis upon 
which a shareholder can today make a judgment concerning the effec- 
tiveness or the competence or the usefulness of an incumbent director. 

Moreover our political campaigns are characterized by hard, 
diligent, expensive and sometimes very prolonged electioneering. It 
is inconceivable that you would have such a process din each of the 
almost 10,000 publicly-held companies in this country. Reaching the 
10,000 or so electorates %irould entail enormous expenditvures of money 
and the sources of such funds is obscvure. If they were provided 
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privately by those seeking office, or seeking to promote the 
candidacy of someone seeking a directorship, it is not bizarre 
to imagine that upon achieving such a role the temptation to 
somehow or other exploit the corporation's resources to reimburse 
for such expenses would be strong. If the corporations themselves 
were required to finance the campaigns of contending candidates, 
the shareholders would be burdened year-after-year with very 
substantial expenses and have little to show in the way of benefit 
from them. Experience with proxy contests indicates that these 
are extraordinarily expensive and that the bvurden is heavy. 

Such elections would become simply "popularity contests" 
with, in all likelihood, candidates with the best known neunes, 
derived in many instances from successful careers other than finance 
or business, elected in preference to incumbents who might have 
indeed served the shareholders with extraordinary skill and who 
would be prevented by prevailing concepts of confidentiality from 
satisfactorily trumpeting their credentials. 

Finally there is scant, scant evidence that shareholders 
wish to participate in an elective process characterized by 
contested elections and all that would go with them. The truth of 
the matter is, and in some respects perhaps such may well be lamented, 
the so-called "Wall Street rule" is still pretty generally accepted: 
if you don't like the management of a company sell the stock and buy 
into a company whose management you do like. Shareholders are 
singularly disinclined to expend their resources in crusading for 
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better managenent or different boards. Ooanittee shareholder 
nominations of candidates for director %«Duld simply provide a 
device %rtilch opportunists could use to the detriment of sound 
corporate governance and the financial well-being of corporations. 
There Is developing In the corporate connunlty a mechanism 
which hopefully will provide the opportunity for a broader mix of 
membership on boards and a more objective mode of selection. This 
Is the nominating committee composed wholly or largely of Independent 
outside directors. These committees have been variously character- 
ized by people such as Chairman Harold M. Williams and Thomas M. 
Murphy of General Motors as perhaps the most momentous development 
In corporate governance with us today. Independent nominating 
committees will In time destroy the "cronyism" which many believe 
to have been the means of director selection In the past: the 
chief executive officer loading the board with his friends. With 
nominating committees composed of Independent directors caure fully 
weighing the needs of the corporation, the available talent and 
the concern for corporate accountaiblllty. It Is not undue optimism 
to expect that as time goes on the board rooms will Increasingly 
be populated by a more diverse mix than they are today. At the 
present time I think It would be futile, even fatuous, to Isqpose 
upon nominating committees any sort of mechemlcal requirements for 
their deliberations and decisions; rather I would urge that reliance 
for the present be on their good sense and their sense of respons- 
ibility to the corporation and Its shareholders. I iirould repeat 
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that the incidence of nominating committees is accelerating 
rapidly and I believe it will not be long before virtually all 
major corporations have them as a part of their governing struc- 
ture. 

In summary, Mr. Chairman and Senators, the auguries for 
corporate governance are good. It is well that, given the 
importance of corporations in American life, the Congress concern 
itself with the processes of corporate governance and corporate 
accountability and that it monitor developments in this extremely 
important field. To suggest concern and suggest monitoring does 
not however equate with a need for immediate action. 

Thank you very much for the opportunity to present this 
Statement. 
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REPORT or THE Ai^VZSORY COMMITTEE OU CORPORATE GOVERTCAI^CE 
RPPOimSD BY 8EMAT0R HOWARD N. HETZENBAOM 



On th« first day (Jun« 27, 1977) of th« hearings of the 
Subcomnittss on Citizens' and Sharaholdars' ftiohts ^t^d Rc.t>edies 
of the Conaitta* on tha Judiciary of the United Stctes Senate, 
Senator Howard M. Metsenbaum, Chairman of the Subconsnittee 
stated. 

The tine i« ripe far a full-«c4l« sicploratioii 
into %#hat, if anytiiinf, the Ani«rican people 
should be doing to malce corporations nacre 
sccoufLtabla to their shareholders and to the 
public* 1 ajB not b*re to say that all 
corporations are bad, b«caus« that is not 
tnjc* SoBie fs£-<sighted corporations and 
corporate lawyers h«ve initiated some modest 
changes on their own. But the feet is t?iat 
there is need for change. The only question 
left is hov it Is to come about > (emphasis 
; supplied) 

To assist hiai in answering that question, as well as the 
correlative one, vhat should be done. Senator Metzenbaun appointed 
^Is Co+ainittee consisting of citizens with veried and eKt^r.sive 
experience vith corporate governance and accountability niatwers. 
It was felt that by bringing it together under the ae^is of a 
United States Senate Subcommittee, S'^ch « group j If It shared the 
concerns articulated by Senator Metzenbaura, might be a source of 
proposals to be incorporated by Senator Metzenbaun in legislation 
he Indicated he intended to introduce desllnf vith corporate 
governance and acccuntabi lity 

Throus^ a Subcocirdttee of the full Committee, %^ich again 
included persons vith vide but differing experiences Ln the corporate 
coflsnunity an in-depth examination of various proposals for corporate 
refono was under teX en An^o^g the more far-reaching ones considered 
were federal incorporation and the elaboration of a set of Kiinlxum 
federal fiduciary standards {an idea espoused by Professor Williac 
L. Cary, a isember of the principal CoRimittee and a fomer cbainnan 
of the Securities and Exchange Commission) <■ In addition other reforms 
were discussed^ including federal action requiring cwsulativ-e voting, 
lindting the scope of Indemnification of officers and directors, 
permitting removal of directors without cause, requiring reasonable 
location of annual meetings penult ting shareholder nonl nation of 
candidates for director extending dissenters rights to types of 
transflctiorts to which they do not presently apply expanding the 
instances in %#faich shareholder approval must be secured, restricting 
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■hort-fcm mergers, ftsteblishing federaX jurisdiction for darivativ* 
sh&rehclder actions beyond that afforded by the federal ee^i^ritiftl 
lavs J establishirig standards of fair dealing of majority with minority 
shareholders, establishing jneans of holding corporations accountable 
to ths conununities in which they have facilities^ especially if 
Teanoval pf them were proposed, and regulating redemptions of blocks 
of stock at pr«miuas and *^olng private* transaetions. 

The Subconur.it tee dealt most extensively with questions related 
to the structure of the board of directors, including conipositlon and 
committees of the board. Also considered were the possibility of a 
national standard of care for directors based upon that in the Model 
Business Corporation Act a^d the desirability of shareholder ratifica- 
tion of the appointzasnt of auditors. 

The Subco^mnittee has reported to this Committee that it was 
ujiable to reach a concensus concerning proposed legislation* Kot- 
withstanding this inability of the Subcommittee, the Committee 
believes that there may be certain propositions upon which its 
pembers can agree* el though they continue to differ aniong themselves 
concerning the ineans of effectuating movement in certain directions* 

The Committee agrees upon the following propositions: 

1. Corporate governance and corporate accountability are of 
extraordinary iirportance, not only to the economy of the nation r but 
to its social well-being as well Corporations are the creators of 
the b^lk of the consuner and capital goods which have contributed to 
the prosperity and well-i^eing of this nation As such, they emiploy 
the overwhelming bulk of the employable population; they own vast 
ainounts of the resources of the nation; their conduct can impact 
communities and masses of people in a profound manner. If they are 
inefficiently managed, then the nation may be denied goods at fair 
prices it might otherwise have; if they are managed in a manner 
indifferent to the demands and needs of their employees, they may 
create harsh hardships; if they are indifferent to the welfare of 
society, they may make life in our nation less rich and hunan. 

Events of recent years suggest that the general efficiency 
of the corporate community has, unfortunately, been accompanied by 
seeming indifference by some conpanlcs to the larger concerns of 
society and the expectations of that society with respect to. proper 
and floral corporate conduct. 
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If eorporatloni axft to function aoit efficiently and 
econonticaXXy, tnS B9G^ satisfftctoTlly in terns of society's 
broader needs # It ii import^int th«t tJ^e re&pective rights, duties 
end needs of aanseesient. sh«reholderm and others vho heve en 
Interest Ln tbe cor^se^tjcn^es cf eorparetc con^uc^ be r««9onablv 
be lanced throti^h adeqt^ate ni«chani<inJ[ procedurei end practices end 
through people who arc sensitive to the needs for tuch e balaxice^ 

2. The BK>st imtned lately available sieens of accomplishing changes 
conducive to aiore efficient and accountable conduct of corporate 
ef fairs is through a proper itructure and quality of the board of 
directors, Aaong meAri which have been generally accepted as desir- 
able, thoy^h not necessarily ultirnete, tMehanlsni have been the 
inclusion on boards of a loa^orlty of directors who are "indepen- 
dent* the constitution of eudit cormittees cons is ti rig solely of 
such 'independent* directors end Jioninating eonunittees with et 
least s pejority of such * independent directors Such audit 
Gonnittees would have significant responsibilities, including 
recociwndins the selection of, end a close working relationship 
with the inaependent auditor and the »ofiitorlng of the corporation's 
internal control function and financial reporting practices, 
nominating co;isiiittees independent of manegenent control vould provide 
a aechanism for securing greater opportunity for shareholders to 
participate in t^e director election process. 

There is no concensus concerning the proper definition of 
*indepe±ndent'. At a pdnimim the term should not eis^r ace anyone 
ei^loyed by the corporation* In the estimation of many tnembers of 
the CoicEit^ee It ihould not include attorneys who do significant 
amounts of vork for the corjjorotion, for+ner employees, suppliers or 
custojncrs whose transactions with the corporation are significant, 
or inveatnient or conffoercial bankers which serve the corporation^ 

It is recognized that regardless of affiliations past or 
presents the true test of the independence of a director Is essen- 
tially his or her state of mind willingness and ability to exercise 
indepentSent judci&ent. Hore, it is also recognized that the ability 
to conprehend a 'corporation ' s affairs and ItB relationships to society, 
the ability to make incisive ^isdgnients on facts available, the ability 
to operate in a collegial manner with fellow directors are essential 
ingredients of a competent director. 

It is the conviction of the smibers of the CooBdttee that all 
involved in the corporate process should take ell reasonable sMaenres 
to establish institutional arrangements and procedures to MLxiaize 
the likelihood that directors are elected to boards %rho are 
coa^etent to aonitor aanagenent's conduct of the corporetlon's 
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affairs, who ara sansitive to tba intaresti of enployeeSi of th« 
coEtmunities in which facilitlas are located, and of the Ehcraholders, 
and who hava a diversity of ijiterests and backgrounds. Kbile no 
procass can assure that only persons vith such characteristics 
will be elected as directors a maturing combination of appropriate 
disclosura concerning nominees and the development of independent 
nominatliig coimnittees uill constitute a significant step toward the 
election of such persons. 

Statistical evidence indicates that the incidence of 
"independent^ directors on the boards of publicly h^ld corporations 
(especially larger ones) and audit and nominating conunittees 
constituted largely* if not wholly, of "independent" directors is 
mounting steadily r alU^ough in all areas the practices are far from 
uniform and there exists considerable diversity, largely related to 
the aize of corporations > independent auditors aret of course, 
aandated by the federal securities lava for all corporations with 
significant public ownership. The accounting profession and the 
Sectsrttles and Exchange Ccmmitsion are engaged in a number of 
programs to strengthen the independence of such auditors. 

The tineinbers of the Committee also believe that shareholders 
should have the right to ratify the selection of the corporation's 
iridependent auditor and note the apparent increase in the Incidence 
of this practice. 

3. The sjembers of the Committee agree that the foregoing 
trends are desi^rable, though there is disagreement about whether the 
sinple continuation of them In response to present stimuli will 
accomplish sufficient corporate refona to satisfy critics of 
corporate gcver nance and accountability* There is agreement upon 
the need for a continuation of these trends and agreerient th^t, at 
least with respect to larger corporations^ boards wi^h majorities of 
outside directors and key coramit tees consisting iMstly or trtiolly of 
outside directors are desirable. 



However, there is profound, but not unexpected, disagreement 
among m&Tvbers of the Committee concerning the me£ns by which further 
chance should be accomplished. Some members of the Committee 
previously filed separate statements of their views which are 
available on request'. Some members of the Committee # largely 
identified with the manageioent of large corporations, believe that 
federal legislation related to the governance of corporations is not 
necessary because the fundajoental disclosure premise of the securities 
laws has provided and will continue to provide an effective and 
proper method of federal regulation of corporations. Hor covers 
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corporations are subjact to many othar fadaral and stata lavs and 
constraints imposing substantial controls on their conduct. They 
also point out that the corporate cosnunity is now sufficiently 
animated and alerted that it may be relied upon to continue reforms 
that will, consistently with continuing economic efficiency, also 
serve %m11 the larger community with which corporations are 
increasingly concerned, and %ihlch is increasingly concerned with 
the conduct of corporations. 

Others, largely consumer, shareholder and labor representatives, 
believe that structural reforms of the board (which some members of 
the Committee regard as desirable, but less than is necessary to 
cure perceived ills in the conduct of corporations) can only be 
adequately achieved through legislation. These members of the 
Committee would have the Congress adopt legislation requiring such 
reforms as a minimum, and would go further to require other reforms 
ranging from a comprehensive federal incorporation or licensing 
law to a series of federal minima, such as standards for indemnifica- 
tion. 

It has been suggested by some members of the Committee that on 
the basis of 'the Subcommittee's deliberations the Securities and 
Exchange Connissiron should be asked to study carefully the extent 
to which it has the power to adopt rules which %#ould give shareholders 
the opportunity to nominate candidates for the board through the 
proxy machinery and to regulate the "going private** phenomenon (it 
is understood the Cononission has recently adopted rules with respect 
to this.) If this suggestion is acted upon the Commission could be 
requested to report to the Senate the results of its inquiry. 

The Committee, while in a sense feeling unfulfilled because of 
its inability to ansvrer with one voice Senator Metzenbaum's question 
concerning %«faat actions should be taken, nonetheless feels that the 
interchange of vieifpoints has sensitized them to the need for construc- 
tive change and strengthened their capacities in their respective 
areas of endeavor to facilitate that change. 
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Messrs. Z. S. Shapiro and John D. dftButts have submitted a 
separate statement of their views trtiich will be made available 
upon request by writing to the following address: 

The Honorable Howard M. Metz^enbaua 
Dnited States Senate 
347 Russell Senate Office Building 
Washington, D.C. 20510 

Respectfully submitted. 



George N. Aronoff 

William M. Batten 

John Bustamente 

William L. Gary 

John D. deButts 

Douglas Fraser 

Lewis D. Gilbert 

Mark Green 

Alice Tepper Marl in 

Irving S. Shapiro 

William W. Winpisinger 
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ON THE 



Confusion abounds on the 
corporation's role in 
society— and the calls 
for refonn point to more 
auditor responsibility. 

by A A. Sommer, Jr. 




\, JR^ is a partner of the Washington. D.C.. 
law rirni of Moi|an. Lewis A Bockius. A former commis- 
sioner of the Securities and Exchange Commission who 
served as chainnan of the SEC's Advisory Committee on 
Corporate Disclosure. Mr. Sommer is a public member of 
the board of diiectors of the American Institute of CPAs, a 
member of the Financial Accounting Sundards Advisory 
Council and chairman-elect of the American Bar Associa- 
tion's section on corporation, banking and business law. A 
trustee of the Financial AnalysU Research Foundation and 
a former member of the board of directors of the National 
Association of Securities Dealers. Mr. Sommer frequently 
writes and lectures on accounting, corporate and securities 
nwtters. 

S2 Journal of Accountancy. July 1980 



Certainly among the most discussed issues 
in corporate circles, if not in society at 
laive. is that of corporate governance and 
corpontte acoountabOity. Evidences of this 
concern abound: institutes and co nfere nces 
for executives, bwyers and accountants 
muhipiy; presses spit out such provocative 
titles as Up Agamsl the Corporate WaU. 
The Corporate Conscience. Beyond the 
Bottom Line, Dirty Business, Taming the 
Giant Corporation and Ethics and Profits. 
Numerous corporations have restructured 
their methods of governance by creating 
new committees and a ss ig nin g to them new 
responsibilities and by changing the con- 
position of their boards, Harold M. Wil- 
liams, chairman of the Securities and 
Exchange Commission, and the other SEC 
commissioners who have repeatedly dis- 
coursed on the sufciject have urged more 
responsive action on the part of business 
and leaders of the accounting and legal 
professions. 

Other governmental agencies have not 
been silent. The Department of Conunerce 
under the leadership of former Secretary 
Juanita M. Kreps organized a task force to 
study the means of measuring corporate 
responsibility. This task force has pub- 
lished Corporate Social Reporting in the 
United States and Western Eurt^. 

Despite the proliferation of words con- 
cerning these matters, a great deal of 
confusion about the issues and the meams 
of resolving them continues to exist. There 
is by no means a consensus about what is 
meant by the term '^corporate accountabil- 
ity." There is still consideiabie uncertainty 
about how the traditional economic role of 
the corporation in a capitalistic society- 
maximization of profits for the benefit of 
sharehoMers — can be reconciled with what 
appear to be increasing societal demands 
on corporate managers. There is consider- 
able disagreement about the extent to 
which reform, if such be needed, can be 
wrought by unconunanded corporate effort 
and the extent to which any deficiencies in 
the effort must be corrected by regutetion 
or legislation. In many instances, the same 
words connote far different meanings to 
different people. For instance, on analysis 
it appears that when some conunenUtors 
use the words ''social responsibility of 
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corporations" they mean simply that cor- 
porations should abide by the law while 
others contemplate corporations' voluntary 
actions that are uncommanded by the law 
and that serve goals other than profit 
making for the benefit of the shareholders. 

WhUe the intensity of this discussion 
may be somewhat unprecedented, concern 
with corporations and their role in society 
is hardly new. Until the 1830s, corporations 
were generally created specifically by legis- 
latures to perform specific functions, e.g., 
to construct and operate a toll road or a 
water works or to perform some other 
socially useful function in lieu of a gov- 
ernmental undertaking. With the advent of 
general corporation laws toward the middle 
of the nineteenth century, it became far 
easier to organize corporations, and they 
could be organized for a near infinite 
variety of purposes. No longer was it 
necessary for the legislature to pass judg- 
ment on the urgency or desirability of a 
specific need that would be satisfied by the 
creation of a corporation. The general 
corporation laws placed relatively few 
burdens on corporations; as competition 
developed among the states to become the 
domicfles of corporations, existing stric- 
tures were steadily relaxed, giving rise 
ultimately to Professor William Gary's 
characterization of Delaware as the winner 
of the "race for the bottom." 

While the corporate accountability and 
responsibility issues are many, they cluster 
around four basic propositions: 

1 To whom should corporate managers be 
accountable for their conduct? 

2 What objectives should gukle the con- 
duct of corporate managers? 

3 What mechanisms best assure desired 
accountability and advancement of desired 
objectives? 

4 Where should these mechanisms come 
from? 

Ltflislatlv Reforms 

The corporation, of course, is inextricably 
woven into U.S. economic history of the 
last century and a half. During that time 
there has been an alternating love-hate 
relationship betwjcen corporations, includ- 
ing their managers, and the general public. 
While the cycles of this relationship cannot 
be marked out with precision, it does 
appear that some general statements may 
be made. During times when the country 



has been at war— the Civil War, World War 
I and Worid War 11— and usually for some 
period folk)wing wars during which indus- 
try has sought to fill the pipelines for 
consumer and investment goods, corpora- 
tions and their leaders have been highly 
regarded by society. In general, these 
periods have been followed by times of 
concern over corporate power and corpo- 
rate accountability and have usually re- 
sulted in some legislative endeavor to 
create new standards of corporate respon- 
sibility and conduct. 

''The consumer movement has had 
a severe impact on corporations 
t)ecause th^ were perceived . . . 
as the principal causes of 
the evils .. . to be remedied." 

Thus, after the Civil War there developed 
widespread public concern over the growth 
of corporate "trusts." This eventuated in 
the Sherman Antitrust Act of 1890. Again, 
after World War I and "the roaring twen- 
ties," whkrh culminated in an unprece- 
dented economic collapse, many new regu- 
latory restraints were enacted; preeminent 
among these were the Securities Act of 
1933 and the Securities Exchange Act of 
1934. Again, after Worid War II and the 
ebullient fifties and eariy sixties, there began 
a period of increased concern over corpo- 
rate power and the responsiveness of 
corporate leadership to the increasingly 
well-articulated deniands of society. 

The present concerns have their origins 
at three temporal levels. First, since the 
founding of the country there has been 
widespread concern with the exercise of 
power, particulariy economic power, and 
the means of channeling it toward socially 
constructive purposes. As laiger economic 
entities have emerged— principally in the 
form of corporations— this concern has 
been aggravated, and it continues to the 
present. In recent years, there have been 
numerous hearings in Congress on the 
concentration of economic power and of 
the ownership of laige corporations. The 
efforts of Senator Edward M. Kennedy 
(D-Mass.) to secure the adoption of legislar 
tioii that would severely limit conglomerate 
acquisitions deariy bear the stamp of this 
concern since it would make sfze, and not 
adverse effects on competition, the primary 
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critenoQ of wroQfdoiQf . The late Senator 
Lee Melcalf (D-Moot.) and his staff re- 
peatedly railed at the apparently increasing 
concentration of ownership of nuyor corpo- 
nrtions. Even among business leaders con- 
cern has frequently been expressed about 
the consequences of mergers between 
miyor corporate entities. 

' 'As a consequence of the SEC 
investigations . . . over five 
hundred U.S. corporations have 
disclosed . . . illegal or 
'questionable' . . . conduct 
at home or abroad." 

This overriding concern of the American 
people has provided the soil for the 
periodic flourishing of more specific con- 
cerns. In the middle term, the concern with 
corporations has had its origins in a 
phenomenon that may be calM generically 
the "consumer movement." During the 
sixties and eariy seventies, hugely agitated 
by neopopulists such as Ralph Nader, 
Barry Commoner and Rachel Carson, the 
public became increasingly aware of and 
alarmed by the damage apparently being 
inflicted on it and its environment by the 
rich industrialization the nation had 
achieved. Increasingly, demands were 
made that the environment be cleansed, 
that industrial safety be enhanced, that 
products be made safer, that hiring prac- 
tices be more equitable aiMl that consumers 
be protected in a multitude of new ways. 
Many of these demands resulted in far- 
reaching legislation, some of which has 
created the current counterreaction and 
demand for "regulatory reform." The con- 
sumer movemem has had a severe impact 
on corporations because they were per- 
ceived by the public as the principal causes 
of the evils sought to be remedied. It was 
mainly the corporations that spewed 
poisons and noxious wastes into the air and 
into our waters; it was the corporations that 
had been delinquent in providing 
adequately for the safety of their 
employees and for equitable hiring prac- 
tices; it was principally the corporations 
that had failed to provide sufficiently safe 
products to the public. Thus, every legisla- 
tive reform eflfort during this time has had 
U.S. corporations as its principal target. 
Each of tfiese measures imposed on corpo- 
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mgly realized advene impnct on inflatiofi. 

The most immediate events that have 
resuhed in a shaiply quickened interest n 
corporate accountability and corporate 
governance have been twofold. First, dur- 
ing the late 1960b and early 1970s there was 
a series of financial debacles, some of 
which appear to have been characterized 
by outright fraud and many of which were 
complicated by questionable accounting 
practices sometimes apparently not de- 
tected or contradicted by nuuor accounting 
firms. These undermined the confidence of 
reguhaors. legislators and the investing 
puMic in the integrity of the financial 
sutements of publicly ovoied companies 
and raised harsh inquiries concerning the 
practices of the accounting profession. 
More than that, while the mnnber of 
malefoctors was relatively small, true to 
American tradition, American business 
leadership in general was called mto seri- 
ous question. 

The second series of events, however, 
has had far graver consequences in ac- 
celerating concern about business man- 
agement, the accounting profession and the 
whole system of corporate accountability 
and governance. These were the disckh 
sures, at first brought to light by the special 
prosecutor appomted fai connection with 
the Watergate episodes and later expanded 
enormously by the activity of the SEC, that 
large numbera of m^jor U.S. corporations 
had engaged in highly questionable prac- 
tices both at home and abroad, some of 
which were illegal under U.S. laws and 
others of which were illegal under the laws 
of the countries in which the events 
occurred. After a number of SEC mvestiga- 
tions had disclosed illegal or improper 
activity, the commission encouraged cor- 
porations to undertake voluntary internal 
inquiries to determine the extent to which 
questionable practices had existed in their 
midst and then to make voluntary disck>- 
sure of them, thereby avoiding the dis- 
ruptions associated with a full-scale SEC 
investigation. 
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As a consequence of the SEC investiga- 
tions and the voluntary disclosure program, 
Qver five hundred U.S. corporations have 
disclosed practices that, in one degree or 
^ another, reflected illegal or "'questionable*' 
or "improper" conduct at home or abroad. 
In some instances, the amounts of the 
improper payments or the amount of busi- 
ness procured through such practices were 
immaterial by traditional economic mate- 
riality standards; however, as the net 
spread wider, the commission elaborated 
novel theories of materiality, such as 
"integrity of management" and "false 
books and records." 

The latter theory had its basis in the 
conviction of the commission, elaborated 
in former SEC Chairman Roderick M. 
Hills' s testimony before the Senate Bank- 
ing, Housing and Urban Affairs Committee 
on May 12, 1976, that virtually every case 
of illegal or improper payments was ac- 
companied by some falsification of, or 
improper entries on, the books of the 
corporation. In some cases, elaborate pro- 
cedures were established to create "slush 
fiinds" offshore; in other cases, outright 
&lse entries disguised the uses to which 
funds were ultimately put. 

While there is some question about how 
important these disclosures were to inves- 
tors, there is no question that the informa- 
tion disclosed stirred many forces in the 
community — not only traditional corporate 
antagonists such as Nader and Mark 
Green, director of Nader's Public Citizens 
Congress Watch, and their social activist 
allies in Congress but many business 
leaders as well. Many of these saw in the 
disclosures the danger of a new wave of 
antibusiness sentiment and of a renewed 
vigor in the demands for reform. 

These fears were by no means ground- 
less. Linked in one degree or another with 
the demands for reform accelerated so 
dramatically by the Watergate disclosures 
have been a host of legislative and regula- 
tory initiatives as well as extensive 
changes, voluntarily undertaken, by 
businesses with respect to their own struc- 
tures of governance. 

SEC's Rolft in Corporatft 
Govmance Reform 

At the forefront of all this, of course, has 
been the SEC. While the commission's 
enforcement staff had developed imagina- 
tive remedies that were incorporated in 
consent judgments before 1973, these ap- 



proaches became commonplace in the 
post- Watergate environment. In numerous 
settlements of actions brought alleging 
improper payments, illegal domestic politi- 
cal contributions, wrongful diversions of 
funds and improper record-keeping, the 
commission negotiated a number of institu- 
tional reforms with the defendants. Exam- 
ples of these include the introduction of, or 
an increase in the number of, directors 
without employment or other financial ties 
to the company; the organization or aug- 
mentation of audit committees consisting 
predominantly or wholly of independent 
directors, with powers sometimes specified 
in detail; and the undertaking of self-orga- 
nized and self-financed investigations by 
special counsel (with or without an audit 
committee and sometimes with the assis- 
tance of special auditors.) Other companies 
augmented their internal auditing functions 
and, in some instances, authorized the 
enforcement of a code of conduct by the 
internal auditor. While obviously the de- 
crees in such cases were juridically limited 
to the defendants in them, their contents 
provided clear indications of the directions 
in which the commission believed corpo- 
rate reform should proceed. 

The SEC's mandate with respect to 
disclosure, as was clearly affirmed in the 
report of the commission's Advisory 
Committee on Corporate Disclosure in 
1977, is limited to matters of importance to 
investors. There is only marginal evidence 
in the legislative history of the 1933 and 
1934 securities acts that Congress intended 

'The SEC now requires . . . 
additional information on 
relationships between directors 
and candidates for election to 
the board and the corporation. . 

to authorize the commission to exercise its 
power to compel disclosure for the purpose 
of accomplishing substantive reform. Un- 
questionably, though, ever since the SEC's 
inception, this objective, although only 
secondary to investor needs, has lurked on 
the fringes of commission disclosure pol- 
icy. 

Beginning with Release no. 34-14970, in 
July 1978, the commission has sought to ex- 
pand the requirements for disclosure, prin- 
cipally in the proxy statement, in a manner 
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tlMt many believe b Ins desipied to provide 
useful infonmtioa to the investors ttan to 
prod corporatioDs in the direction of cor- 
porate governance lefonn. 

The SEC now requires the disclosure of 
additional information on relationships 
between directors and candidates for elec- 
tion to the board and the corporation; 
the duties and membership of various 
committees; the procedures for submission 
of shareholder proposals; the procedures, 
if there is a nominating committee, for 
shareholder suggestions to that committee 
for nominating director candidates; and the 
votes against directors (a disclosure re- 
bued to the new requirement that share- 
holders have an opportunity to vote against 
individual directors). While these changes 
in the content of proxy statements may have 
some importance to shareholders in exercis- 
ing their suffrage rights, there is some merit 
to the contention that, through these means, 
the commission is seeking to nudge report- 
ing corporations toward the adoption of 
structures for governance that it has identi- 
fied as desirable. 

Another means by which the conunission 
has nudged corporations toward gover- 
nance reform has been through speeches by 
the commissioners, especially those by 
Chairman Williams. The SEC chairman has 
often stated his conception of the ideal 
board — one consisting entirely of outside 
directors except for the chief executive 
officer, who would not be chairman — and 
he has been elaborating a total conception 
of how the governance and accountability 
of corporations should develop. 

Since the adoption of the Foreign Cor- 
rupt Practices Act of 1977 (FCPA), which 
contained two provisions on accounting 
matters (a requirement that corporations 
reporting to the SEC nnaintain accurate 
books and records and one mandating 
internal controls designed to satisfy 
specified objectives), the SEC has adopted 
rules making it unlawful to make false 
entries on the books of a reporting corpora- 
tion or to deceive auditors in connection 
with their reviews of corporate financial 
statements. These two provisions had orig- 
inally been in the Senate version of the 
FCPA but were eliminated in committee. 

In an effort to further implement the 
accounting provisions of the act, the SEC 
in April 1979 proposed for comment rules 
that would have required the management 
of a reporting company to state annually 



whether its interaal cootrob were in oom- 
pliancc with the act and also would have 
required a ttalemeat by the company's 
independent auditon on the convany's 
statement on internal controls. These pro- 
posals elicited a record-breaking number of 
adverse comments (over a thousand), and 
the commission has now withdrawn the 
proposals, at least for the time being. 



As might be expected. Congress has not 
been quiescent in the face of the corporate 
Waterpite scandals. The FCPA. in addition 
to the accounting provisions discussed 
above, prohibits pajrments to political fig- 
ures and parties abroad that are desbned to 
keep or secure business. The antibribery 
provisions have been sharply criticized be- 
cause their ambiguities have purportedly 
hampered the activities of U.S. businesses 
abroad and, more broadly, because the 
statute has placed U.S. conipetitors at a dis- 
advantage. As a result. President Carter 
asked the Justice Department to review 
these objections, and, out of this review, the 
department has formulated a program of pre- 
clearancc to assist companies in de teini i aiBg 
whether a proposed course of action wouM 
expose them to criminal Nability. Afthough 
the SEC has adamantly refused to provide 
any guidance, other than that discernible 
from the limited number of civil actions 
based in part on violations of the act, it 
recently solicited comments on the impact 
of the antibribery provisions on the ability 
of companies to do business abroad. Re- 
flecting criticisms of the FCPA, Senator 
John Chafee (R-R.I.) has recently intro- 
duced in the Senate a series of proposed 
amendments to the FCPA. 

Congressional interest in corporate ac- 
countability and responsibility hais not been 
limited to the enactment of the FCPA. As 
an outgrowth of the business fiulures of the 
late sixties and eariy seventies and corpo- 
rate Watergate. Senator Metcalf in 1977 
held a series of hearings on the accounting 
profession. Before the hearings, a lengthy 
report was issued by the staff of the 
Subcommittee on Reports, Accounting and 
Management of the Senate Committee on 
Government Operatk>ns. The report stated 
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with comadereble partkuSaiity a litany of 
grievances against the accounting profes- 
sion and the manner in which the SEC had 
exercised its oversight responsibility for 
the profession. The hearings, which lasted 
eight days, provided a forum within which 
all the grievances against the accounting 
profession were aired. However, the final 
report of the subcommittee was a consider- 
ably more restrained documem than the 
staff report. 

In the House, Congressman John E. 
Moss (D-Calif.), a perennial critic of the 
SEC, the accounting profession and the 
securities industry, also conducted hear- 
ings, although they were less extensive 
than those of the Senate subcommittee. 
The reports emanating from both hearings 
were sharply critical of the accounting 
profession and the manner in which it had 
exercised its responsibilities in 'reviewing 
the financial statements of publicly held 
companies. Questions were raised about 
the independence of the profession, espe- 
cially the extent to which management 
advisory services might impair the au- 
ditor's independence, and the extent to 
which the SEC had improperiy abdicated 
its responsibility for accounting matters. 

As a further outgrowth of the heightened 
sensitivity surrounding corporate accoun- 
tability and governance. Senator Howard 
M. Metzenbaum (D-Ohio), soon after his 
election in 1976, was appointed chairman of 
the Subcommittee on Citizens and 
Shareholders Rights and Remedies of the 
Senate Judiciary Committee. In June 1977, 
he conducted hearing^ on the problem of 
corporate accountability and shortly there- 
after appointed an advisory committee to 
consider what legislation, if any, should be 
introduced to remedy the ills which he had 
perceived. This writer served as chairman 
of that committee. In November 1979, the 
committee submitted its report which, 
while expressing a unanimous concern with 
the problems of corporate accountability 
and governance, nevertheless also ex- 
pressed the committee's inability to reach a 
consensus pn whether legislation was 
necessary or desirable. 

Senator Metzenbaum has introduced 
legislation in this session of Congress that 
is directed toward reform of corporate 
governance. Entitled the protection of 
shareholders* rights act of 1960, it deals 
strictly with governance of corporate 
boards and does not extend to external 
disclosure. It would require that a miuority 



of directors not have significant economic 
ties with the corporations they serve. It 
would also require that corponoioos sub- 
ject to the act have audit committees and 
nominating committees made up entirely of 
such directors; that there be cumulative 
voting for the election of directors; that 
shareholders have the right to nominate 
candidates for the board; and that federal 
standards for the duties of care and loyalty 
be imposed on officers and directors. 
Given the distractions of Congress during 
an election year, and the absence of any 

. . the social responsibility of 
corporations continued to tMia] . 
difficult-to-define concept." 

indication of any present widespread con- 
gressional concern about problems of cor- 
porate governance, it seems unlikely that 
this legislation will have a hearing during 
the present Congress. However, it is likely 
that Senator Metzenbaum will reintroduce 
it in the next Congress and press vigorous- 
ly for its consideration. 

A group of activist oiganizations, most 
notably the Public Citizens Congress 
Watch, recently proposed much more 
comprehensive legislation to reform the 
processes of corporate governance. Under 
this proposal, which would apply to the 
eight hundred or so largest corporations, a 
nominating committee would nominate 
candidates for a "constituency" board, and 
each of the directors would be assigned 
responsibility for a particular area, such as 
environment, employee relations and so 
on. Disclosure woukl be required for a 
variety of socially importam matters and 
would not be constrained by the necessity 
that it be ratioiudized as important fotr 
investors. Corporations proposing to rek>- 
cate or dose down a plant would be 
required to provide 24 months* notice and 
severance benefits for employees, and 
federal assistance would have to be made 
available to workers who attempt to buy 
such fecilities. Corporations would be pro- 
hibited from discriminating in any feshion 
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', WH pioycci who excfciM constitu* 
tioiial or other legri or dvU rights (e.g., 
"blow the whistle"). No person could 
serve as a director of more than two 
corporations subject to the act. The propo- 
sal also contains severe criminal and civil 
sanctions for misconduct. 

"... at no time In the past 

has there been a oeneration 

of Industrial leaders 

more sensitized to their social 

responsibilities. ..." 

Legislation incorporating many of these 
concepts has been introduced in the House 
of Representatives by a group of represen- 
tatives headed by Congressman Beiuamin 
Rosenthal (D-N.Y.). Called the corporate 
democracy act of 1960. the proposal calls 
for a puMic policy committee to receive 
complaints against the corporation and to 
recommend policies on socially important 
issues to the full board, and for a super- 
visory committee largely concerned with 
intenial governance matters. Again, this 
legislation is not expected to move swiftly 
in Congress. 

However, both with regard to this legis- 
lation and Senator Metzenbaum's propo- 
sal, this caveat should be noted. If there 
was a scandal of the proportions of corpo- 
rate Watergate, or even a lesser one 
involving many large companies, congres- 
sional interest likely would become suffi- 
cient to push along legislative proposals 
that would significantly affect corporate 
governance and remove to some extent the 
present dominance enjoyed by state corpo- 
ration law regarding corporate governance. 

DIrtctort' Chan9»d AttHud»8 

Not to be overlooked is the impact recent 
events have had on the perspectives of 
corporate executives. As a result of these 
forces, larger and larger numbers of com- 
panies are adding economically indepen- 
dent directors to their boards; organizing 
and placing audit committees, nominating 
committees and compensation committees 
under the control of outside directors; and 
adopting codes of ethics and providing 
concomitant means of enforcement. These 
tendencies have been encouraged by the 
adoption in 1978 by the New York Stock 
Exchange of a policy that requires all listed 
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companies to have audit coamiiltees con- 
stituted principally of persons with no or 
limited economic ties to the corporation 
and by the recent recommendation of tlie 
American Stock Exchange that its Usted 
companies estaMish such committees. 

Ferhaps more significant than the mstitu- 
tional or structural changes occurring in 
corporations is the readily apparent change 
in the attitude of independent outside 
directors. As a result of the SEC's activity, 
the incidence of litigation, the increased 
puMic interest in the way in which corpora- 
tions are organized, the hovering threat of 
congressional action and a generally 
heightened sensitivity to the need for 
response to the problem, directors seem to 
be increasingly sensitive to their positions 
and responsibilities and are less prone to let 
themselves be used by corporate manage- 
mem or to become sycophants for the chief 
executive officer. 

Notwithstanding the changes that have 
been brought about and are threatened to 
be brought about concerning corporate 
governance, there is still considerable un- 
certainty about the standards by which 
corporations and their directors should 
conduct themselves. At law, the anciem 
principle that directors are fiduciaries 
whose beneficiaries are the shareholders is 
unimpaired and has to some extent been 
reinforced. A director who loses sq^t of 
this primary responsibility may well find 
himself the target of annoying and perhaps 
expensive litigation. However, there is 
increasing concern with the so-called so- 
cial responsibilities of corporations and 
discussion about the means by which these 
responsibilities should be carried out. 

As mentioned earlier, in the eyes of some 
a corporation satisfies its social respon- 
sibilities simply by complying with the law. 
However, others suggest that there are 
other responsibilities that transcend the 
law — that is. a corporation may be bound, 
not by law but by ethical and social con- 
straints, to do things in the interest of the 
community that are not required by the 
law, or to refrain from doing things that are 
not prohibited by the law. Some commenta- 
tors, such as University of Chicago 
economist Milton rriedman. deplore any 
departure by corporate management from 
the historical goal of maximizing share- 
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holder benefits. Others, some motivated by 
idesUsm and others by pragmatism, suggest 
th«t corporations should serve objectives 
other than shareholder benefits and that by 
so doing they will obviate the danger of 
nmsis legislative mandates. 
' Even corporate managers who have been 
the most articulate in stating that manage- 
mentis responsibilities must go beyond 
simply enriching the shareholders do not 
appear to have significantly disadvantaged 
tbdr shareholders by serving broader so- 
diil interests. This may be the consequence 
«f the severe penalties that are visited by 
the securities markets on corporations that 
fail to show a steadily rising earnings curve; 
it may be because the courts have not yet 
articulated a set of fiduciary responsibilities 
to communities, employees and others 
comparable to those related to sharehold- 
ers. In any event, the social respon- 
sibility of corporations continues to be an 
inchoate, difficult-to-define concept. It 
may be that it will continue to be so until 
some method of ** social accounting'* is 
developed that will credit in an appropriate 
foshion a management which sacrifices the 
economic interests of shareholders to 
broader social concerns. 

It is undoubtedly the lot of the reformer 
to suffer continuing disappointment. Time 
and again the critics of U.S. corporations 
have succeeded in having adopted legisla- 
tion or rules which they earnestly believed 
would effectively curtail the perceived 
abuses of corporations; in each instance 
they have been disappointed. The plethora 
of new regulations in the late sixties and 
eariy seventies adopted by such authorities 
as the Environmental Protection Agency, 
the Occupational Safety and Health Admin- 
istration and the reinvigorated Federal 
Trade Commission has again disappointed 
them and achieved less than they hoped— 
a disappointment that is deepened by the 
wave of concern and the threats of action 
over regulatory excesses generated by 
these very reforms. 

iiior«as«d Rfttpontlbliltles 
for AudHofS and Phfctors 

As a consequence of this disappointment, 
the corporate critics are turning to a 
new means of accomplishing reform in 
corporate conduct. This time they are 
leapfrogging from the outer edges of corpo- 
rate conduct into the innermost workings of 
the corporation. They are insisting on 
larger numbers of directors without 



economic ties to the corporation in the 
expectation that these directors— free of 
economic interest, frightened by the dan- 
gers of SEC and civil litigation and increas- 
ingly sensitized to the responsibilities of 
outside directors — ^will be a force to restrain 
management excesses and to demand man- 
agement conformity to acceptable social 
mores. In addition, they would place a 
heavier burden on outside auditors by 
urging more stringent concern with their in- 
dependence and by involving them increas- 
ingly with responsibilities that have not 
traditionally belonged to them — involve- 
ment with interim statements, reporting on 
internal controls, assuming responsibility 
for non-financial-statement financial infor- 
mation and so on. And, finally, they are 
insisting on a more independent role for 
outside counsel. 

Therefore, if there can be said to be a 
dominant emphasis in the present efforts 
for corporate reform, it is this: Place 
greater responsibility on outside directors, 
auditors and counsel. Because of their 
professional responsibilities and standards, 
fear of litigation and greater sensitivity to 
the need for corporate responsibility, they 
will from deep within the corporation 
accomplish what regulation and legislation 
attacking the edges of corporate conduct 
have not succeeded in achieving. 

Conclusio n 

What lies in the future? While significant 
legislation will probably not be adopted in 
the foreseeable future, absent a series of 
troubling corporate failures, the interest of 
Congress will not die; activists like Senator 
Metzenbaum will prevent that. The SEC, 
which is planning to publish in the near 
future a comprehensive report of the cor- 
porate governance hearings held around 
the country in 1978 and its reflections on 
the problem, will, too, not lose interest in 
this matter and may develop additional 
initiatives. If one were to guess the initia- 
tive which seems closest on the horizon 
(and which will be condemned as heartily 
as the proposals with regard to reporting on 
internal controls), it would be a proposal 
requiring that corporations establish a 
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iiiechanisai for thafehoMer nommnion of 
dircctora. Beyond that it is difficult to 
ditccrn what nuor initiicive may be left to 
the oomaiissioo if it is not to lose touch 
entirely with the notion that its disclosure 
policy should be animated by concern for 
informns investors. 

It is likely that current trends toward 
more outside directors; auditing, nominat- 
ing and compensation committees domi- 
nated by ouuiden; adoption of codes of 
conduct; and other corponit reforms will 
cominue and that increasing numbers of 
corporations will see fit to establish these 
mechanisms. Among smaller corporations, 
particularly those in which shareholdings 
are concentrated in a small number of 
persons active in management, there will 
be considerable resistance to these re- 
forms and. unless additional pressures are 
mourned, it is unlikely that those corpora- 
tions will move very quickly in these 
directions. 

In its first two annual reporu to Congress 
on its oversight of the accouming profes- 
sion, which the SEC volumeered to make 
at the Metcalf hearings, the commission 
indicated a general approval of actions 
being taken by the profession to improve 
independence and establish tighter controls 
over auditing adequacy. However, it also 
indicated that it is not totally satisfied with 
the efforts that have been made and that it 



intends to exercise a more vigorous and 
active ovenigfat over the profession. Thus, 
the SEC will probably insist on fiMter 
p rogre ss in the direction of peer reviews 
and enhancement of independence. 

Simihuly. the commission, as well as the 
legal profession itself, will probably press 
for a sharper delineation of the lesponubil- 
ity of outside counsel to the board and 
shareholders when confronted with man- 
agement misconduct or irresponsibility. 

This topic is fiu* from being exhausted, in 
fiict, it may never be. Corporations possess 
and manage the overwhelming portion of 
privately held wealth in this country, in 
numy cases, individual corporations can 
have an awesome impact on whole com- 
munities; as a matter of fact, the fortunes of 
a single industry, such as the autooMitive 
industry, can adversely alfect the state of 
the economy as a whole. Thus, it is unlikely 
that corporate conduct wfll ever be as 
unscrutinized and uncriticized as it was in 
the twenties. However, at no time in the 
past has there been a generation of indus- 
trial leaders more sensitized to their social 
responsibilities, the needs of the society in 
which they live and the absolute necessity 
of relating their corporate conduct to those 
needs. The deeper these awarenesses be- 
come for corporate management, the less 
likely it is that the legislative or regulatory 
authorities will sharpen the ax fiiither. ■ 
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499 SOUTH CAPITOL ST. SW. . SUITE 401. WASHINGTON. 0. C. 20003 
202/484-2350 



Arthur C. Mcrtz. Pre«id«nt 



OvrcH Coovcr. Vic* Ores>c*ni 
GOVERNMENT RELATIONS 



November 20, 1980 



Hon. Paul Sarbanes, Chairman 

Subconnlttee on Securities 

Coimittee on Banking, Housing and Urban Affairs 

United States Senate 

Washington, O.C. 20510 

Dear Mr. Chairman: 

On November 19, the Senate Securities Subcoirmittee conducted 
a hearing on S. 2567, the Protection of Shareholders' Rights Act of 
1980. Under the title "Application and Relation to State Law." 
section 3 (3)(c) of this bill states that the Act does not apply to 
mutual life insurance companies. It is the position of the National 
Association of Independent Insurers (NAII) and the Alliance of 
American Insurers (AAI) that this exclusion should also apply to 
mutual property and casualty insurance companies. 

Insurance companies are regulated by the insurance departments 
in each state. The heads of these insurance departments through the 
National Association of Insurance Commissioners (NAIC) have been 
reviewing the issue of corporate governance. The NAIC's consumer 
Participation Subcommittee has been conducting a governance of mutual 
insurance companies project. Under this project an NAIC task force . 
designed a questionnaire which was circulated to 121 life companies 
and 683 property and casualty companies. 

The response to the questionnaire was excellent, and the NAIC 
earlier reported that: 

It is now apparent that these branches of the insurance 
business make wide use of so-called "outside" directors 
and that judged by the performance of companies in other 
industries, these two branches of the insurance business 
have been trend setters in this area with much progress 
brought about on a voluntary basis without the force of 
law. 

A definitive report on the governance of mutual Insurance companies 
is expected at the December meeting of the NAIC. 
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Hon. Paul Sarbanes -2- November 20. 1980 



The NAII and the AAI, two trade associations representing 
• large segment of the mutual property and casualty Insurance 
companies, thus requests that the committee amend section 3 (3)(c) 
to also exclude the mutual property and casualty Insurance 
companies. 

We appreciate your consideration of our views. 

Sirfterely yours^ 



iincereiy yours^^^ 



Oarrell Coover, Vice President 
Government Relations 

Thomas A. O'Oay. (/ 
Government Relations Officer 
Alliance of American Insurers 
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IN THE SUPREME COURT OF THE STATE OF DELAWARE 



E. M. ARMSTRONG, et al.. 

Defendants Below, 
Appellants, 

V. 

JOSEPH POMERANCE, 

Plaintiff Below, 
Appellee 



Nos. 267 and 271, 1979 



Submitted: June 5, 1980 
Decided: October 29, 1980 

Before McNEILLY, QUILLEN and HORSEY, Justices. 

Upon appeal from Court of Chancery. Affirmed, in part; 
Reversed, in part. 

R. Franklin Balotti (Argued) of Richards, Lay ton & Finger, 
Wilmington, and Charles S. Crompton, Jr. (Argued) of -Potter, 
Anderson & Corroon, Wilmington, for defendants below, appellants. 

J. A. Rosenthal (Argued) of Morris and Rosenthal, 
Wilmington, for plaintiff below, appellee. 



McNEILLY, Justice: 
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This interlocutory appeal involves tvo consolidated 
derivative actions brought on behalf of the Morrison- 
Knudsen Company, Inc. (hereinafter the Company), asserting 
breach of fiduciary duty by the named individual defendants 
in their capacities as directors of the Company. The suits 
allege misconduct in transactions involving the rep\xrchase 
of Company stock from the Crane Company. 

The Company is a Delaware corporation with its princi- 
pal place of business in Boise, Idaho. The Company transacts 
no business in Delaware other than the minimum necessary to 
maintain its status as a Delaware corporation. None of the 
individual defendants are Delaware residehts, and no board 
of directors meeting has ever been held in Delaware. The 
plaintiffs do not allege the defendant -directors have any 
connection with Delaware other than being directors in a 
Delaware corporation who have allegedly breached their fiduciary 
duties to the corporation. 

Jurisdiction over the defendants and service of process 

1 
on them was attempted under 10 Del.C. § 3114. After the de- 

1 10 Del.C. § 3114 provides in part: " ~ 

"(a) Every nonresident of this State who after 
September 1, 1977, accepts election or appoint- 
ment as a director, trustee or member of the 
governing body of a corporation organized under 
the laws of this State or who after June 30, 1978, 
serves in such capacity and every resident of this 
State who so accepts election or appointment or 
serves in such capacity and thereafter removes his 
residence from this State shall, by such acceptance 

(Cont'd) 
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fendants entered Injalted appearances to contest Jurisdiction, 

the Court below found personal jurisdiction was properly as- 

2 

serted. The sole issua presented by this appeal is whether 

the Court of Chancery erred in making that determination. The 
defendants have raised only constitutional objections to the 
.Cour.t*a assertion of juriadiction.- ..... 

1 (continued) 

or by such service, be deemed thereby to have consented 
to the appointment of the registered agent of such cor- 
poration (or, if there is none, the Secretary of State) 
^3 his agent upon whom service of process may be made 
in all civil actions or proceedings brought in this 
State, by or on behalf of, or against such corporation, 
in which such director, trustee or member is a necessary 
or proper party, or in any action or proceed:*, g against 
such director., trustee or mieniber for violation of his 
duty in such capacity, whether or not. he continues to 
serve as such director, trustee or member at the time 
suit is commenced. Such acceptance or service as such 
director, trustee or member shall be a significa*:ion of 
the consent of such director, trustee or member t:hat any 
process when so served shall be of the same legal force 
and validity as if served upon such director, trustee or 
member within this State and such appointment of the 
registered agent (or, if there is none, the Secretary of 
State) shall be irrevocablvi." 

2 Section 3114 was enacted in response to the comments made 
in footnote 47 and the accompanying text in Shaffer v. 
Heitner. 433 U.S. 186, 97 S.Ct. 2569, 53 L.Ed. 2d 683 (1977). 
which declare.'! unconstitutional the procedure previously 
used to obtain jurisdiction over nonresident directors. 

See n. 8, infra. i 
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However, the first question we must reach is Whether the 
defendants were served properly under f 31X4. One part of that 
section provides that serving in the capacity of director of 
a Delaware corporation after Juna 30, 1978, is consent to' In 
persbhkm Jurisdiction in Delaware in actions relating to the 
defendant's capacity as director. The suranonses in both actions 
in this appeal were issued prior to June 30, 1978. Therefore, 
the lower court asserted Jurisdiction over the defendants prior 
to that time. As a result, the Jurisdiction of the Court cannot 
be statutorily based on the fact of the defendants serving as 
directors. 

Section 3114 also provides, that accepting election or 
appointment to a directorship of a Delaware corporation after 
September 1, 1977, is a consent to Jurisdiction in suits re- 
lating to the defendant's capacity as director. Jurisdiction 
in this case must^exist, if at all,, through that clause of 
f 3114. Indisputably, at the time service was attempted, de- 
fendants Armstrong, McMurren, Stuart, Morrison, Scott,., and 

Spencer had been elected to their current terms as directors 

3 
prior to September 1, 1977. Consequently, by its terms, § 3114 

did not author ir,e jurisdiction over those defendants when ser- 
vice was attempted, and those defendants should have been dis- 
missed. 
Th< 
See 8 Del.C. § 141(d) 
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Defendants Lilly, McCabe, and Woodhead were elected as 
directors at the Company *s annual meeting in early May, 1978, 
Thus, they do fall within the scope of the clause applicable 
to nonresidents accepting election to directorships after 
September 1, 1977. Their acceptance of election at the May, 
1978 meeting acted as a consent to jurisdiction, and they were 
served properly under the statute. Having found jurisdiction ' 
over these latter defendants properly invoked under § 3114, 
we must now reach the asserted unconstitutionality of the 
statuta. 

The defendants argue § 3114 is unconstitutional as applied 
to them, because they do not have sufficient minimum contacts 
with Delaware to permit an assertion of jurisdiction in these 
actions. Their argument Is that the decision in Shaffer v. 
H:^itner , 433 U.S. 186, 97 S.Ct. 2569, 53 L.Ed. 2d 683 (1977), 
requires the existence of sufficient minimum contacts between 
a forum and a defendant in any assertion of jurisdiction. Fur- 
ther, they argue Shaffer holds that the mere "status" of director 
cannot serve as a sufficient contact. They argue they "have 
simply had nothing to do with the State of Delaware," Id. , 433 
U.S. at 216. 97 S.Ct. at 2586, 53 L.Ed. 2d at 705. We disagree 
with the defendants' characterization of their relationship 
with Delaware as well as their characterization of the holding 
in Shaffer. 



70-465 0-81-28 



Digitized by VjOOQ IC 



480 



-6- 



Whlle It Is true that ths defendants* numerical con- 
tacts with this State are minimal, i.e. . llnitred to their 
acceptance of directorships in a Delaware corporation sub- 
sequent to the effective date of $ 3114, the Jurisdictional 
question must be answered by reference to the quality and 
nature of such contacts; the analysis "cannot be simply 
mechanical or quantitative." Inte ra ational Shoe Co. v. 
Washington , 326 U.S. 310, 319, 66 S.Ct. 154, 159-60, 90 L.Ed. 
95 (1945) . In the context of the case Isub Judice . the precise 
inquiry is whether the defendants' acceptance of Delaware 
corporate directorships is a sufficient contact with this 
State, such that requiring them to come into the State to 
defend suits alleging breach of their fiduciary duties to 
the Company does not offend traditional notions of fair play 
and substantial justice. See id,, 326 U.S. at 316, 66 S.Ct. 

at 158; see also Rush v. Savch- ik, U.S. , 100 S.Ct. 

571, 62 L.Ed. 2d 516 (1980). "ITJhe inquiry must focus on 
'the relationship among the defendant, the forum, and the 
litigation. ' Shaffer v. Heitnsr , supra , 433 U..S. , at 204, 

97 S.Ct., at 2580." Rush v. Savchuk , supra , U.S. at " , 

100 S.Ct. at 577, 62 L.Ed. 2d at 524. 

The instant litigation seeks to hold the defendant^ 

accountable to the Company for their actions as directors of 
a Delaware corporation. Their status as directors and their 



Digitized by VjOOQ IC 



481 



-7- 



power to act in that capacity arise exclusively under the 

Delaware cox^poration statutes. The defendants accepted their 

directorships with explicit statutory notice, via S 3114, that 

they could be haled into the Delaware Courts to answer for 

alleged breaches of the duties imposed on them by the very laws 

which empowered them to act in their corporate capacities. 

CoLipara Shaffer v . Ho . ltner , supra , 433 U.S. at 216, 97 S.Ct. 

at 2586, 53 L.Ed. 2d at 705. Moreover, the defendants, by 

purposeful ly availing themselves of the privilege of becoming 

directors of a Delaware corporation, have thereby accepted 

slgnificanC benefits and protections under thct laws of this 

4 
State. See HAnsan v. Dsnckl a, 357 U.S. 235, 253. 78 S.Ct. 

1228, 1240, 2 L.Ed. 2d 1283, 1298 (1958); Rush v. Savchuk . 

U.S. at , 100 S.Ct. at 577-78. 62 L.Ed. 2d at 525; 

Kulko v> California S Mrip^ rior^ o urt . 436 U.S. 84, 93-94, 98 

S.Ct. 1690, 1698, 56 L.Ed. 2d 132, 142 (1978). Under these 

circumstances, requiring the defendants to impliedly consent 

to the assertion of Delaware in personam Jurisdiction over 

them in actions alleging breach of their fiduciary obligations 



Among tae bene^^-s received by tha defendants &s dirijcCors 
of a Delaware corpor^ition are: the powe- to manage the busi- 
ness and affairs of the corporation f8 Del.C. 5 141(a)), 
the opportunity to receive interest-free unsecured loans 
frcim the corpo'-tlon [8 B^l.C. § 143], and the opportunity 
to receive indemnification xn actions against them by reason 
of the fact that they are directors [8 Del.C. § 145] . 
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to the corporation does not seem unreasonable, at least so 

long as the consent requlrimant serves a legitimate State 

5 

purpose. 

We believe that Delaware does have a significant and 
substantial interest in actively overseeing the conduct of 
those owing fiduciary duties to shareholders of Delaware 
corporations and that such interest far outweighs any burden • 
to defendants, who have voluntarily associated themselves with 
such corporations by accepting directorships, in being required 



Wft emphasl.ie hers that § 3114 authorizes service only 
in actions w:iere directors, trustees or members of the 
governing body of a Delawar.^ corporation are necessary or 
proper parties or whare the cause of action is grounded 
on such individuals' breach of the fiduciary duties owed 
to the corporation and its own**rs. Thus, § 3114 authorizes 
jurisdiction only in actions which are inextricably bound 
up in Delaware law and where Delaware has a strong interest 
in providing a forum for redress of Injuries inflicted upon 
or by a D laware domic ilary, i.e. , the Delaware corporation. 

In the present case, if the complaint allegations are 
true, it cannot be denied that the defendant «u have caused 
a forseeable injury to a Delaware domlcilary. Because of 
suuh forseeable injury, the absence of physical contacts 
by the deLendants with the State does not preclude the 
assertion of our judicial jurisdiction. 

"'Minimum contacts* ..". need not arise 
from actual physical activity in the 
forum state; activities in other forums 
with forseeable effects in the forum 
state will suffice." Great Western 
U nited_Corp V Kidwell , 5th Clr. > 577 
F.2d 1256, 1266-67 (1978) , (citations 
omitted) I rev* d on orher grounds , 443 
U.S. 173, 99 S.Ct. 2710. 61 L.fid.2d 
464 (1979). 
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to submit to tha jurisdiction of our courts. Judicial inter- 
pretation of the corporation statutes and judicial enforcement 
of statutory and non-statutory duties of fiduciaries have long 
played and continue to play a significant part in the develop- 
ment of Delaware's corporation law. See, e.g. , ^ell v> Klrby 
Lumber Corp . . Del. Supr. , 413 A. 2d 137 (1980) ; Lynch v. Vickars 
Energy Corp. . Del. Supr., 383 A. 2d 278 (1977); Singer v. 
Ma^; !. avox Co. , Del. Supr., 380 A. 2d 969 (1977). While courts of 
other jurisdictions may apply and enforce existing Delaware 
law, the development of Delaware law is quite properly the duty 
and responsibility of the Delaware Courts. 

We stress the word "may" because it is by no means certain 
that another state will give ap ^ropriate deference to the sub- 
stantive concerns of Delaware, as reflected in our corporation 
law, in shareholder derivative actions involving Delaware cor- 
porations. Contrary to the majority's inference in Shaffer v. 
Heitner, supra , 433 U.S. at 215-16, 97 S.Ct. at 2585-86, 53 
L.Ed. 2d at 704-05, choice of law analysis, either traditional 
or modem, does not inexorably lead to the application of 
Delaware law in such cases. See Silberman, Shaffer v. Heitner t 
The End of an Era , 53 N.Y.U.L.REV. 33, 80-84 nn. 259, 265 and 



6 "[I)f the defendant's contacts are minimal, but the stai-oTs 
interest in providing a forum is strong, the exercise of 
juri ^.diction is constitutional. See McGee v. International 
Lif Ins. Co., 355 U.S. 220, 223'~tT957) ." Note, " Measuring t h-^ 
Lon^; Am i After Shatfer v. Heitner , 53 N.Y.U.L.REV. 126, 132' 
n.40 (1978). 
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270 (1978); see also RESTATEMENT (SECOND) OF THE CONFLICT OF 

LAWS SS 6, 309 (1971). 

If it be conceded, as surely Ic must, that Delaware ha& 

the power to establish the rights and responsibilities of. 
those who manage its domestic corporations, it seems Incoti- 
ceivable that the Delaware Courts cannot seek to enforce these 
obligations but must, rather, leave the lion's share of the 
enforcement task to a host of other jurisdictions with little 
familiarity or e;;perience with our law, Jurisdictions which may 
or may not even choose to apply Delaware law depending on 
the vagaries o:*: each jurisdiction's choice of law rules. We 
find nothing in "traditional notions of fair play and sub- 
stantial justice" which compels such anomalous results. 

It is appropriate here to briefly highlight soiae of 
the significant ramifications which would undeniably (and 
unfort\mately) flow from a conclusion that § 3114 cannot 
constitutionally be applied to corporate directors in shaLre- 
holder derivative actions, even ass\miing Delaware law would 
be applied to such litigation in another forum. • 

"If the Supreme Court were to hold the 
new Delaware long-arm statute [• § 3114] un- 
constitutional, ... we would have the anom- 
alous situation of a choice-of-law rule that • 
required the application Delaware law to 
determine the fiduciary duties of directors 
and officers of Delaware corporations, and a 
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jurisdictional rule that made it 
impossible, in most cases, to en- 
force those duties in the Delaware 
courts. Since the law governing 
fiduciary duties of corporate 
management is largely judge-made law, 
based on rather skeletal statutory 
provisions, the 'Delaware law' on 
the subject would consist largely 
of a quest by courts in other states 
to determine what the Delaware Supreme 
Court would say on a subject on which 
that court would seldom have a chance 
to speak at all. 

"Sv.ch a development might not be 
all b id, siuce the 'Delaware law' 
made by cot-.-ts in other sta!:^?; might 
evince more concern for the rights of 
shareholders than the brand produced 
in the home state. [But see," e.g. , 
Singer v. Magnavox Co., s u pra. ] On the 
other han^i, it nilght crea?:^ excessive 
uncertair. y about the meaning of the . 
Delaware law as a result of too many 
forums ir-.terpceting it, since there . 
would be no certiorari process avail- 
able to the Dela;^are Supreme Court to 
resolve conflicts;. 

"Also, a shareholder may not be 
able to bring a derivative suit against 
managem-^nt anywhere else if unable to 
bring such a suit in Delaware. First, 
it may be impossible to find any single 
state in which jurisdiction over all the 
necessary defendants can be obtained. 
Second, the major commercial states in 
which such defendants are most likely 
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to be foimd generally raise signi- 
ficant, often insursiountable, bar- 
riers to the bringing of derivative 
suits in their courts. Delaware re- 
quires a sharehold.er bringing such 
a suit to demonstraus shareholder 
status at the time of the alleged 
wrongdoing, and, as in the Federal 
Rules of Civil Procedure, that the 
shareholder had made a prior demand 
on the directors to commence the 
action on behalf of the corporation. 
[See 8 D cl.C. $ 327, and Chancery 
Court Rule 23.1], Some states fur- 
ther require small shareholders to 
post secL<:ity for legal expenses 
that may Je incurred by the cor- 
poration, or by the individual 
defendants, before being permitted 
to commence the action. The alter- 
native to a derivative action in 
Delaware, therefore, may be no 
derivative action at all." Ratner 
6e Schwartz, The I mpact of Shaffer 
V. Heitn er on the Substantive Law 
of Corporati ons, 45 BROOKLYN L. 
REV. bll] 650-51 (1979).. 

Clearly, Delaware's interest in providing a sure foriira . 
for shareholder derivative litigation involving , domestic 
corporations is firmly grounded on considerations more^important 
and compelling than mere convenience to the parties. Section 
3114 evidences legislative recognition of the need for consls- • 
tency and certainty in the interpretation and application of 
Delaware corporation law and the desirability of providing 
a definite forum in which shareholders can challenge the actions 
of corporate management without having to overcome certain 
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procedural barriers which can be particularly onerous in 

the context of derivative litigation. 

In the final analysis, we agree with the Vice- Chancel lor 

that: 

"to the extent that ... jurisdiction over 
nonresidents is governed by 'traditional 
notions of fair play and substantial justice,' 
it would seem that it could not be said that 
one who, with knowledge of the existence of 
§ 3114, elects to assume . the duties and 
responsibilitias of a director of a Delaware 
corpor^ticTi, and who also elects thereby to 
take advantage of such benefits and projections 
as are afforded by the law applicable to Delaware 
corporations, has purposefully availed himself 
of the privilege of conducting activities in 
which Delaware^ has a strong interest (now 
statutorily expressed) and as to which, in 
fact as well as in legal theory, Delaware has 
a heavy responsibility for supervising to the 
extent that it has permitted, under its authority, 
the creation of a legal entitiy in which the 
public at large may becotie involved." 
Pomerance v. A rms trong^ , Del.Ch. C.A. No. 5613 
at 12 Cunre po rt eH op inlon da u ed July .17 , .1979). 

7 We note at this point the tlnited States Supr^^me Court's 

recognition that corporate di^c-etors^ powers ar ^ determined 
• by the relevant state's corporation laws, see B urks v, Lasker , 
441 U.S. 471, 478, 99 S-Ct, 1831, 1837, 60 L.EH:,2d 4M, AIJ 
(1979), citing Sa nta Fe Industr i es, I nc v. Green , 430 U.S. 
462, 479, 97 S.Ct. 1592, 1503, 51 L.£d,2d 480, 495-96 (1977), 
and Cort V. Ash , 422 U.S. 66. 84, 95 S.Ct. 2080, 2091, 45 
L.Ed:2dr2&;~40~(1975) , and also note that Court's great 
reluctance, in very recent decisions* to interfere with state . 
corporate governance matters. See Burks v , Lasker , supra 
(federal courts should apply state law governing the authority 
of independent directors to discontinue derivative suits) ^ 
Sante Fe Indastries, Inc, v. ^reen , supra (Rule lOb-5 will 
not be used to regulate internal corporate management, es- 
pecially "where established state policies of corporate re- 
gulation would be overridden.") It seems to us that such 
discernible trends lend emphasis to the need and desirability 
of state forums where such corporate matters can be con- 
veniently litigated. 
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We hold, r.herefore, that as to defendants Lilly, McCabe and 
Woodhead, S 3114 has been constitutionally applied, and the 
Court of Chancery did not • ;r in denying the motion to q\iash 
service and to dismiss the action against these defendants. 
The defendants have essentially argued that Part IV of 
the majority opinion in Shaffer v. Heitner , sttpra > held that 
Delaware cannot assert jurisdiction in persohan in this type 
of action b". ed solely on the defendants^ status as directors 
of a domestic corporation. We decline the invitation to engage 
in an extended analysis of the language in Part IV of Shaffer , 
much of which was, we believe, pure dicta and unnecessary to the 
Court's decision given the jurisdictional context in which 
Sbaffor arose. See id^, 433 U.S. at 220-22, 97 S.Ct. at 2588- 
89, 53 L.Ed. 2d at 707-09 (Brcnnan, J., concurring and dis- 
senting). However, we note that obvious and substantial dis- 
tinctions exist between Shaffer and the instant case which 
justify the result we reach today. As was observed by the 

North Carolina Court of Appeals in upholding that state's 

8 . 

corporate director long arm statute,' K.C.Cen.Stait, S 55-33, 

against a constitutional attack similar to that launched in 

this case: 

"[W]e would enumerate the major factual 

8 This statute, cited with at least implicit approval by 
the Shaf frr^r majority, 433 U.S. at 216 n. 47, 97 S.Ct. at 
2586733 L.Ed. 2d at 705. ±i almost identical to § 3114. 
This similarity is not mere coincidence, as the legislative 
synopsis which accompanied § 3114 makes clear: 

(Cont'd) 
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distincrions which would justify our 
reaching a result different from that 
^^ Shaffar in the instant case: 

1. TIae iurisdiccion purportedly : 
exercised by the Delaware courts over 
the fiduciary defendants in Shaffer was 
not derived from any relation the directors 
had with the corporation incorporated 
in the forum state; it was derived solely 
from the sequestration of shares of a 
corporation belonging to defendant share- 
holders which were found to be constructively 
present in the forum state for such purpose. 
This meant that any shareholder, not just 
a director-shareaotder, could be made 
amenable to tha jurit. .iction of the Delaware 
courts by the quasi in rem proceeding. In 
the instant case» however, jurisdiction 
is derived by reason of the defendant | s 
being a director of the domestic corpora.tion; 

(continued) 

"The purpose and intent of this legislation is to 
fill a void in enforcement and interpretation of Delaware 
corporation laws created by the decision of the United 
States Supreme Court on June 24, 1977 in Shaffer y. 
Heitner. In that case the Court struck down 10 Del.C. 
§ 366 which until now has frequently been the only means 
whereby nonresident corporate directors of Delaware 
Corporations could be brought before the courts of this 
State to answer for their conduct in managing the affairs 
of the corporation. Indeed, under 10 DeT.C. § 366, the 
Courts of this State often provided the only forum where 
nonresident corporate directors. of Delaware corporations 
from different states could be joined in the same law 
suit for such purposes. The Supreme Court did note that 
Delaware's interest in regulating the affairs of cor- 
porations governed by Delaware law could b^ promoted by 
enactment of a statute subjecting non-resident corporate 
directors to the jurisdiction of the Delaware courts. 

"Delaware has a substantial interest in defining, re- 
gulating and enforcing the fiduciary obligations which 
directors of Delaware corporations owe to such corporations 
and the shareholders who elected them. In promoting that 
interest it is essential that Delaware afford a convenient 
and available forum for supervising the affairs of Delaware 
corporations and the conduct of directors of Delaware cor- 
porations. This legislation is designed to accomplish that 
objective. The legislation is modeled after similar statutes 
in Connecticut, North Carolina and South Carolina, which 
were cited as examples by the Supreme Court in the Heitner 
case and in Michigan." 
61 Del. Laws, c.li9 (July 7, 1977). 
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his interest as a shareholder or the con- 
structive presence of his shares in North 
Carolina do not in any way form the basis 
for our court's Jurisdiction. 

'*2. Delaware had not, by its legislature, 
enacted any statute clearly designed to pro- 
tect its interest in providing a forum for 
suits against fiduciaries of domestic corpo- 
rations; North Carolina has done so. 

"3. The only act of the defendant di- 
rectors in Shaffer upon which jurisdiction 
was predicated was the purchase of shares 
in a corporation domesticated in the forum 
state; jurisdiction in the instant. case is 
predicated upon the acceptance of a fiduci- 
ary position in a domestic corporation by an 
individual when the laws of the state of 
incorpoL-ation unequivocally give notice that 
such fiduciary may be called upon to defend 
himself in a forum of that state.** 
Swenson V. Thibaut , N.C.Ct. App.. 250 S.E.2d 
279, 290 (1978), a ppeal dismissed , N.C. Supr., 
254 S.E.2d i81-83~(1979). 

The only substantive difference for present purposes be- 
tween Shaffer and the instant case is the existence of $ 3114 
as the basis for jurisdiction; we think that is sufficient 
to render the assertion of in personam jurisdiction consti- 
tutional in this case. In the context of shareholder derivative 
litigation, we can see no clearer dividing line between per- 
missible and impermissible assertions of jurisdiction than 
the line the defendants have already crossed, i.e. , accept ing 
election as directors in a doiaestic corporation. 



AFFIRMED, in pact; REVERSED, in part. 
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trTNiMAKo November 17, 1980 '«*' *V'V 

. sioas. Ill \^ 

\^ 

The Honorable Harrison Williams ^ 

United States Senate 
Washington, D. C. 20510 

S. 2567 - "Protection of Shareholders' 
Rights Act of 1980" 



Dear Senator Williams: 

The American Society of Corporate Secretaries, Inc. 
respectfully submits the following views on S. 2567, the 
"Protection of Shareholders* Rights Act of 1980," and more 
specifically on the issue of the need for federal legislation 
in this area. We request that this letter be included in 
the record of the Subcommittee's hearing on November 19, 
1980. 

The American Society of Corporate Secretaries, Inc. 
(the "Society") is an association of approximately 2,600 
persons. The members of the Society are generally the 
corporate secretaries or assistant secretaries of the nearly 
1,850 corporations represented in the membership. This 
statement has been approved by the Executive Committee of 
the Society's Board of Directors for submission on behalf 
of the Society. We believe that the views expressed rep- 
resent the consensus of our members. 

The threshold issue is whether or not there is a 
need for direct federal legislation along the lines proposed 
in S. 2567. We strongly believe that the necessity for 
legislation in this area at the federal .level has never 
been established. In fact, we submit that because of a 
combination of the voluntary actions taken by corporations, 
enactment of the Foreign Corrupt Practices Act of 1977, 
legislative and judicial developments in the various states, 
and recent activities of the Securities and Exchange Commis- 
sion, further legislative action simply is not warranted. 
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Ov^r th« pact few years, nany corporations have 
closely examined th« Issue of accountability and the means 
by which they are governed and have voluntarily taken siq- 
nif leant stepa with tes{:»ect to the compoaition and structure 
of their boards of directors and the eatabliah«)ent and 
functions of board conn&ittees This ia shown in the results 
of the joint auEvey conducted by thia Society and the New 
York Stock Exchange p a copy of which ia attached » which 
reflect that a substantial number of large corporations, 
those that would be covered by the pc opened legislation, 
have already adopted many of the structural reforinB provided 
for in S. 2567. To further this positive trend, the private 
sector has Issued guldellnea, such as the l^erican Bar 
Association's Section of Corporation, Banking and Business 
Law*fl Corporate Director's Guidebook , Its report "Overview 
Committees of the Board of Directors," and the Business 
Roundtable'a statement, **The Hole and Coaposition of the 
Ek>ard of Directors of the Large Publicly Owned Corporation." 
tie believe that there ia a significant movenent already 
underway in the private sector in the areas of accountability 
and governance and that these changes should be permitted 
to continue on a voluntary basis. 

This trend has been noted in the Staff Report on 
Corporate AccountabUity which has been issued by the SBC's 
Division of Corporation Finance In the briefing paper -on 
this report the staff states "...that a general consensus 
has emerged wHh respect to the composition and structure 
of boards of directors at least a majority of the board 
independent of management with effectively functioning 
audit, compensation and nominating conttni ttees* ** (p. 26} The 
Heport notes that the staff of the Division does not believa 
that SEC rules requiring audit committees or mandating a 
procedure for considering shareholder noitiinations should be 
adopted at this time assuining continuation of the present 
voluntary trends Also, in the brief ng paper the staff 
expresses its view that there is no present need for any 
federal legislation such as proposed in S. 2567, stating 
that: 

"... in view of the substantial evidence 
concerning changes in the board of directors 
of many companies/ and the Coomiss ion's existing 
authority to encourage shareholder participation, 
it is premature at this time for the Commission to 
determine whether to recommend or support 
federal legislation in this area." 
(pp. 33-34) 

Harold N. Williams, Chairman of the Securities and 
Exchange Commission, has stated his opposition to federal 
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legislation on a number of occasions. Most recently, in a 
speech given at Rice University in Houston, Texas on August 
8, Chairman Williams said: 

"Third, I oppose federal legislation or 
regulatory action to charter corporations, 
to dictate board structure or even to 
impose my own suggestions. . . While some 
apparently believe that legislation is 
the key to reform, I am concerned that 
federal encroachment into the board room 
would likely cripple rather than strengthen 
its functioning." (p. 15) 

Senator Metzenbaum, when introducing the present 
bill in the Senate, premised the need for such legislation 
on his concern with what he perceives to be the lack of 
accountability on the part of corporations. The fact is, 
however, that corporations are highly accountable for their 
actions in a wide variety of areas. A vast governmental 
regulatory and legislative mechanism exists to insure that 
corporations operate in the public interest in the areas of 
employee safety and health, the environment, employment 
practices, the issuance of securities and investor protection, 
product safety and fair competition, to name only a few. 

In addition to these regulations and laws, there 
are constraints on corporate managers under existing state 
laws. Under state laws and judicial decisions, directors 
and officers are now accountable to shareholders. There 
has not been cited by Senator Metzenbaum or anyone else any 
state where the same or substantially similar standards of 
care and of loyalty as proposed in S. 2567 do not presently 
exist in case or statutory law. Boards of directors and 
senior management should be subject to strict standards of 
loyalty and care, but we believe that because of the present 
high standards under existing state laws, as interpreted by 
court decisions, a federal fiduciary standard is unnecessary. 

Most persons holding shares of major corporations 
view their role more as investors rather than as owners. 
We believe that shareholders simply do not want to be more 
deeply involved in the corporate decisional process. This 
is demonstrated by the fact that when offered the opportunity 
to suggest nominations for the board of directors, only an 
extremely small number of shareholders express any interest 
in doing so, and in those cases where they do, the shareholders 
generally name either themselves or their relatives. In 
any event, under the present proxy rules, serious shareholders 
or shareholder groups can seek to obtain representation on 
boards and oppose management's proposed directors. 
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Ne strongly oppose Section 8 of S. 2567 which would 
give shareholders the right to nominate directors if a 
director candidate is supported by the holders of at least 
1/2 of 1% of the outstanding shares. This provision, when 
coupled with cumulative voting as mandated by Section 9 of 
the bill, could result in the election of constituency 
directors proposed by special nterest groups Me believe 
that constituency directors would create divisiveness on a 
board of directors and would be a step backwards in the 
current effort to improve corporate governance. 

The current proponents of federal minimum standards 
of similar legislation point to the disclosure of improper 
or illegal payments made by some corporations in the early 
1970 's and the attempt to disguise this activity through 
the use of "off-book" accounting as the basis for the need 
for federal legislation in this area. But this problem has 
been addressed by legislation and regulation specifically 
designed to prevent future abuses in these areas. Soon 
after the revelation of these practices, Congress responded 
by adopting the Foreign Corrupt Practices Act of 1977 which 
specifically proh bits these practices and places responsibility 
for enforcement of this Act n the Departi&ent of Justice 
and the Secur ties and Exchange Conunission* The Securities 
and Exchange Commission subsequently adopted Rules 13b2-l 
and 2, further implementing the accounting provisions of 
that Act. In addition, the Securities and Exchange Coiranission 
has adopted a number of disclosure and proxy voting changes 
which have been designed to move corporations toward the 
voluntary adoption of mechanisms which, in its view, will 
improve corporate accountability. This is not to minimize 
the problems of the ea ly 1970 'sj rather » it is to po nt 
out that specific legislation and regulation have already 
been enacted and adopted which address these problems and 
increase the accountability of management. Further legislation 
is just not necessary. 

Moreover we question whether corporate accountability 
can be accomplished primarily through legislation aimed at 
mandating the structure and composition of boards of directors. 
This Society endorses the statement made by the Committee 
on Corporate Laws Section of Corporation, Banking and 
Bus ness Law of the American Bar Association in its Corporate 
D rector s Guidebook that a director should be chosen for 
qualities of character which will permit him or her to 
carry out effectively the responsibilities of oversight. 

"Such qualities include a) the intellect 
to comprehend the problems confronting the 
corporation; (b) the tact and sensitivity 
to be a collaborative member of the direc- 
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tors' team and supportive of management so 
long as support is warranted, coupled with 
an inquiring and independent mind willing 
to question management's assumptions when 
inquiry is appropriate; (c) an awareness 
of both the business and social environment 
in which the corporation operates, involv- 
ing recognition of both the corporate 
interest in being a responsible citizen 
in the community and the director's obliga- 
tion to protect the shareholders* interest 
in seeing that the corporation operates 
as a profitable business enterprise; and 
(d) the integrity, strength of character, 
practical wisdom and mature judgment essen- 
tial to effective decision-making. While 
an individual director's experience and 
background may enable him to be sensitive 
to the needs of a particular constituency 
whom the corporation serves, a director 
should not be chosen on the basis of any 
narrow expertise or as a representative 
or spokesman for any special constituency, 
identified by sex, race, employee, customer 
or supplier affiliation or otherwise." (p. 27) 

Whether a board is effective in performing its 
oversight or monitoring role is dependent almost entirely 
on the qualities of the individuals serving on that board 
and whether the atmosphere in which the board functions 
assures that those persons can properly exercise their 
directorial duties. If a board is made up of persons with 
the above qualities, is active, and is permitted to operate 
and perform its oversight role without interference, no 
matter how that board may be structured or composed, we 
believe that the corporation would be both properly governed 
and accountable. In this we agree with the statement by 
Irving S. Shapiro, Chairman, E. I. du Pont de Nemours and 
Company, in the Fairless Lecture Series at Carnegie-Mellon 
University on October 24, 1979: 

"Structures and procedures, which so often are 
pushed to the fore in discussions of corporate 
governance, actually belong last. They are 
not unimportant but they are subordinate, 
(p.ll) 



"Repeatedly, the question of structure turns 
on the basics: If corporations have people 
with competence and commitment on their boards. 



7<h465 O 
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structure and process fall into line easily; 
if people with the needed qualities are missing 
or the perforsance standards are unclear* 
corporations are in trouble no matter whose 
guidebook they follow." (p. 13) 

No legislation or regulation mandating specific 
structure or composition of boards of directors can assure 
that the boards of corporations will be made up of persons 
having the qualities cited above or that they will perform 
their oversight or monitoring function properly. In an 
area where the individual qualities cited above are critical, 
we believe that direct legislation or regulation may even 
be counterproductive. If the fundamental changes at the 
board level which are now occurring are not voluntarily 
adopted but are mandated, thereby obviating thoughtful 
acceptance of them, they will never accomplish the purposes 
for which they are intended and could lead to a diminution 
of the board *s functioning, as Chairman Williams point out. 

In short, we believe that the legislation proposed 
in S. 2567 is not necessary. Also, we believe that direct 
federal intervention in this area which has been left up to 
the states is not warranted. 

Respectfully submitted. 



Rodney Harns 
Chairman 

George N. Biggs, III 
President 



End. 

cc: Messrs. Richard Lugar 
Paul Sarbanes 
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Purpose and Background 



This report presents the findings of a joint New York Stock Exchange 
(NYSE)— American Society of Corporate Secretaries, Inc. (ASCS) 
survey on Corporate Boards, Structure and Composition. 

While it has been generally recognized that the structure and composi- 
tion of Corporate Boards of Directors have been changing, available 
data have been somewhat limited. 

As a result, a survey was undertaken to determine the current status of 
some of these changes among ASCS members— particularly since 
1975. 

On September 11, 1978 the ASCS mailed questionnaires for this 
survey to its 1,700 members. All ASCS members represent companies 
subject to SEC reporting requirements. 

Response: 

• 993 companies or 58% of the entire ASCS membership 
responded to the questionnaire. 

The survey focuses on: 

— Structure of Boards— 1975 vs. 1978. 

— Composition of Boards — Fall 1978. 

— Composition of audit, compensation and nominating commit- 
tees of Boards— 1975 vs. 1978. 

Separate data for NYSE companies were develop)ed from the question- 
naire responses, for comparative purposes. 



Digitized by VjOOQ IC 



449 



Highlights 



Board Structure: 

• Marked increase in the number of corporate audit, compensa- 
tion and nominating committees since 1975. 

Board Composition: 

• Non-management* directors comprise the majority on approx- 
imately 80% of respondent company Boards of Directors. 

Audit, Compensation and Nominating Committees' Com- 
position: 

• Non-management* directors comprise majorities on 
audit, compensation and nominating committees. 

— Audit committees are entirely comprised of non- 
management directors for: 

— 92% of respondent companies. 

— 96% of NYSE respondent companies. 

— Compensation committees are entirely com- 
prised of non-management directors for: 

— 69% of respondent companies. 

— 74% of NYSE respondent companies. 

— Nominating committees are entirely comprised 
of non-management directors for: 

— 44% of respondent companies. 

— 47% of NYSE respondent companies. 



*fiote: The questionnaire used in the survey is reproduced as Appendix B. The term "non- 
management director", as used throughout, is defined on page 3 of Appendix B. 



70-465 0-81-30 
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Board Structure 



• Marked increase in the number of corporate audit, compensa- 
tion and nominating committees since 1975. 

— Majority of companies have audit and compensation 
committees. 

— Nominating committees show hi^iest percentage in- 
crease (due to relatively small base in 1975). 




MOIWUNATtlMO COhflMlTTf IS 
tl68% 



i&on«mienify, toUfi mty viry ifwm crurt lo ohati 
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Board Composition 



• Non-management directors comprise the majority on approx- 
imately 80% of respondent company Boards of Directors and 
also comprise majorities on audit, compensation and 
nominating committees. 





Praportion of Non-Managem^nl 
Directors on Corporate Boards ~ Fall 1978 




X^ 1 


0-50% ^^ 




f 


212 \ 

COMPANIES \ 
(21%) \ 


1 

1^ 




^^^ 




\ 51-100% / 




\ COMPANIES / 
\ (79%) / 


w 


\ ^ 


% 


Certain respondents did not answer evwy question, 
consequently, totals may vary from chart to chart. 
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Audit Committee 
Composition 



• Audit committees are entirely comprised of non-management 
directors for: 

— 92% of respondent companies. 

— 96% of NYSE respondent companies. * 




* SvbseQuent to feceipt oi fh^ survey responses a d^taiisd review d9fermin0<i fhai ottty 
one NYSE respondent company's audit committee wm not entfmfy compr^&d of JlOf^ 
management directors. 



6 
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Compensation Committee 
Composition 



^Compensation committees are entirely comprised of non- 
management directors for: 

— 69% of respondent companies. 

— 74% of NYSE respondent companies. 

^ Compensation committees are comprised of 50—100% non- 
management directors for: 

— 95% of re^>ondent companies. 

— 97% of NYSE re^>ondent companies. 



Non-Mtfiiftmtfit Difeciori 

NOt Oil Coffkpenutiori Commitutt ~ t97S wt. ItTl 
OF 
COMTANfiS 

Ml— STl 



224 









t»7&-19711 1075-1978 li75-197« 

0-49% &0-99% 100% 

nt Otraciori at ^rapoetiafi ol Toiil 



i«i^ii3rt(kvit» did not fnMiw t^^ out^ilon: 
totaii may twt kom ctwrt w cN>rt. 
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Nominating Committee 
Composition 



^ Nominatiiig committees are entirely comprised of non-manage- 
ment directors for: 

— 44% of respondent companies. 

— 47% of NYSE respondent companies. 



^ Nominating committees are comprised of 50 — 100% non- 
management directors for: 

— 94% of respondent companies. 

— 95% of NYSE respondent companies. 




11-40% 50-99% 
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Other Findings 



• Approximately 40% of respondent companies without a 
nominating committee report they "have formulated plans" or are 
"actively giving consideration" to establishing one. 

• Approximately 30% of respondent companies without a compen- 
sation committee indicate plans for establishing one. 

• Approximately 30% of respondent companies with a nominating 
committee have identified, in their latest proxy statement or an- 
nual report, the members who serve on that committee. 

• Approximately 40% of respondent companies with a compensa- 
tion committee have identified members serving on that 
committee. NYSE companies compare favorably, with the 
reported number being 50% . 



Approximately 50% of respondent companies with a nominating 
committee report their committee considers nominees recommend- 
ed by shareholders. 
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Survey Overview 



• The 1,053 New York Stock Exchange listed companies which are 
represented by members of the American Society of Corporate 
Secretaries constitute 62% of all 1,700 ASCS members. 

• The 993 members of the Society participating in the survey repre- 
sent a 58% response rate. 

• Of the 993 survey respondents, 655, or 66% , are NYSE listed com- 
panies. 

• The remaining 338 respondents, or 34% , are not NYSE listed com- 
paiues. 
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SURVEY OVERVIEW 



Appendix A 



1,700 ASCS 

Membef>« 100% 



1.053 NYSE 

COS. -62% 
of ASCS Members 



f» 



647 NonNYSE 

COS. = 38% 
of ASCS Members 



Respondehti 



993 Respondents - S8% 
of ASCS Members 



NYSE COS. 

«it-e6% 

of Hvpomlenti 



Non-NYSE COS. 

33S " 34% 
of Respondents 
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Appendix B 



AMERICAN SOCIETY 

OF CORPORATE SECRETARIES. INC. 

One Rockefeller Plaza, New York, New York 10020 

in cooperation with 

THE NEW YORK STOCK EXCHANGE. INC. 

SURVEY—CORPORATE BOARDS, 
STRUCTURE AND COMPOSITION 9/78 



The following is a brief self-explanatory survey to obtain sonne 
indication of the trends and composition of boards of directors and 
board committees. This information is being gathered for possible 
presentation to members of Congress, the Securities and Exchange 
Commission and others as a means of demonstrating what is ac- 
tually occurring within the corporate board structure. 

This questionnaire is extremely important in this time of debate 
and rule-making or legislative efforts in the overall area of cor- 
porate governance. We appreciate your taking a few minutes of 
your time to answer this questionnaire and return it to us no later 
than September 29. Because of the importance of this survey, it 
has been decided that we will not survey the members this fall 
regarding corporate communications to shareholders as previously 
announced. 



Respondent's Name Title 



Company 
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Please indicate the primary category of your company. 



Manufacturing 


D 


Mining 


D 


Communications 


D 


Merchandising 


n 


Public Utility 


D 


Transportation 


D 


Insurance & 




Other 


n 


Financial 


D 


Please specify 





Please indicate the total assets of your company in millions of 
dollars (as of the end of its most recent fiscal year). 



Under 25 


D 


200 to 499 


D 


25 to 49 


D 


500 to 999 


D 


50 to 99 


D 


1,000 to 4,999 


D 


100 to 199 


D 


5.000 & over 


D 



Please indicate sales of your company in millions of dollars (as of 
the end of its most recent fiscal year). 



Under 25 


D 


200 to 499 


D 


25 to 49 


D 


500 to 999 


D 


50 to 99 


n 


1.000 to 4,999 


D 


100 to 199 


D 


5.000 & over 


D 



Please indicate number of stockholders. 

Under 10,000 D 

10,000 to 24,999 D 

25,000 to 49,999 D 

50,000 to 99.999 D 

100.000 & over D 
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For purposes of this questionnaire, the terms "non-managenr>ent 
director" and "management director" are defined as follows: 

• The term "non-management director" means any person who 
is independent of management and free from any relationship 
that, in the opinion of the Board of Directors of the company, 
would interfere with the exercise of independent judgement as 
a Board member. 

• The term "management director" refers to any person who is 
an affiliate of the company, an officer or employee of the 
company or its subsidiaries, or a close relative of an officer of 
the company or its subsidiaries, or does not meet the definition 
of a "non-management director" above. 

1) How many individuals serve on your Board of Directors? 



2) How many members of the Board are: 
non-management directors _ 
management directors 



Audit Committee— Structure and Composition 

3) Has your company established an audit committee? 

D D 
Yes No 

If "YES", please answer SAonly 
If "NO", please skip to 3B 

3A. If "YES": 

• When did this committee become operative? 

Month ^ Year _. 
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• How many members who serve on this committee are: 

non-management directors 

management directors 



• If this committee was operative in 1975, how many 
members were then: 

non-management directors 

management directors 

3B. If "NO", (your company has not established an audit commit- 
tee), please check one of the following to indicate your plans 
regarding audit committees: 



D Company has formulated plans to establish an audit 
committee. 

If so, when do you believe it will become operative? 
Year 

D Company is actively giving consideration to doing this 
although has not formulated plans as yet to establish an 
audit committee. 

D Company has no interest in establishing an audit com- 
mittee. 

Nominating Committee— Composition, Structure 
and Functions 

4) Has your company established a nominating committee? 

D D 
Yes No 
If "YES", please answer 4A only 
If "NO", please skip to 4B 



4A. If "YES": 

• When did this committee become operative? 
Month Year 
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D Company is actively giving consideration to doing 
this aitliougli lias not formulated plans as yet to 
establish a nominating committee. 

D Company has no interest in establishing a 
nominating committee. 



Compensation Committee—Structure and Composition 

5) Has your company established a compensation committee? 

Yes No 

If "YES", please answer 5A only 
If "NO", please skip to 5B 



5A. If "YES" 

• When did this committee become operative? 

Month Year 

• How many members who serve on this committee are: 

non-management directors 

management directors 



• If this committee was operative in 1975, how many 
members were then: 

non-management directors 

management directors 



• Have you identified in your latest proxy statement or in 
your annual report the members who serve on the 
compensation committee? 

D D 
Yes No 



6 
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SB. If "NO", please check one of the following to indicate your 
plans regarding compensation committees. 

D Company has formulated plans to establish a com- 
pensation committee. 

If so, when do you believe it will become operative? 
Year 

D Company is actively giving consideration to doing 
this although has not formulated plans as yet to 
establish a compensation committee. 

D Company has no interest in establishing a compen- 
sation committee. 



Thank you. Please return this questionnaire in the envelope provid- 
ed to: 

American Society of Corporate Secretaries, Inc. 

One Rockefeller Plaza 

New York, N.Y. 10020 
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CC: John S. Daniels 

Minority Asst. Counsel 



E. I. Du Pont p e Nem ours 51 Company 

SUITE 1 120 

1701 Pennsylvania AVENUE, N. W. 
Washington, d. C. 20006 



LBGAL OCPARTMCNT 



November 24, 1980 



Mr. Howard Menell, Asst. Counsel 

Senate Banking, Housing and Urban Affairs 

Committee 
5300 Dlrksen Senate Office Building 
Washington, D. C. 20510 

Re: Senate Banking, Housing and Urban Affairs 

Subcommittee on Securities/November 19, 1980 
Hearings on S. 2567, the "Protection of Share- 
holders* Rights Act of 1980." 

Dear Howard: 

Per our November 19, 1980 agreement, enclosed please 
find a copy of the Shaplro/de Butts dissent for Insertion Into 
the record In connection with the above subject hearings. Inas- 
much as several references were made at the hear4.ngs to the 
"divergent views" expressed by members of Senator Metzenbaum's 
Advisory Committee on Corporate Governance, It seems appropriate 
that these views be made a part of the record so as to provide 
a more con^lete and full discussion of the critical corporate 
governance Issue. 



contact 



Should you have any questions or comments, please 
at 342-0660. 

Thank you for your assistance In this regard. 

Sincerely, 

Thomas L. Sager 
Washington Counsel 



TLS:mk 
Enc. 



70-465 0-81-31 
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MBNORAHDOM ON PBDSRAL 
CORPOItliTB GOVBRMAMCE LBGISIATIOW 

Since til* only definitivs legislation before Senator 

• '.v- . ■•• ■'■•■ ■ ;■.•■■ ■'■■y-'- ■■■'y^ 

Metsenbam' a special Advisory CcBBdttee waa aet forth in the. '.; 

draft bill entitled "Protection of Shareholder Righta Act of 
• 1979",* the following renarka are directed primarily to its pro- 
' viaiona. Ha want to make it clear, however, that for the follow- 
' ing reaaona we are opposed to any type of federal corporate 
r governance legislation that would preacribe the atructure of ^ , '\ 

corporationa or intrude into their internal aff2d.ra. . >'. . -yr^^ 
'^^^Vj^^^"^ Ha do not believe that corporate governance leg'isla-^ i:C 
'tion^ahould be recconended to the Congreaa. This viewpoint Is ^ 

f^^;iw^i-^v>^^s.4??f?Ei^ .■::^^^:-.^^ ;■■■■■■. ■■j:T\y ^^^^^'- ■■' 

baaed lupon our belief that the need for such legislation haa 
not been established. Ftirther, it is premattire, in o\ir opinion, 

'■-' ;^^^■-^..•■^>^^-'■>■'»^■■ •• • -— :^^ "Si- ■ - ■■ ■-■;^^^>"'^- :^% 

to recommend such leigislation to the Congress, and its enactment 
would be harmful and undesirable. 

, Thar* Is Ho NMd For 
■ mi» Proposed Legislation ./.»»??.•:•■ cvs; 

*:.vV:;; ■■■:■,-■■, :>i'-v \'" -"■■ -^^^'^-^ 

/V^^^^;ry We support^the disclostire philosophy of the Securities ' 

Act of 1933 ("Sectiri ties Act") and the Securities Exchange Act ^^ 

of .1934 ("Exchange Act"), under which publicly-held corporationa ^^ 

are required to disclose information deemed material to an en- ^^!^ 

lightened investment judgment and fair corporate siiffrage. We \' ^ 

agree with the statement of Professor William L. Gary, former 

Chairman of the Securities and Exchange Commission ("SEC*) that: 

"Disclosure restraina because of the sensi- 
tivity of p\iblic reaction, caution about 



The Protection of Shareholder Rights Act of 1980 (S. 2567) 
contains essentially the same provisions as this draft bill 
considered by Senator Metzenbaum*s Special Adviaory Coranittee. 
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response to the 'dissident shareholder' and 
the possibility of legal action. I £irmly 
believe that disclosiire does operate in 
this deterrent manner."^ 

With respect to disclosure in solicitations of the stockholders, 

the United States Supreme Court in J. I. Case Co. v. Boralc stated: 

" • • . the purpose of Section 14 (a) of the 
Exchange Act is to prevent management or 
others from obtaining authorization for 
corporate actions by means of deceptive or 
inadequate disclosure in proxy solicitations. 
The section stemned from the Congressional 
belief that 'fair corporate siiffrage is an 
important right that should attach to every ^ 
equity security bought on a p\iblic exchange.'" 

The federal securities laws and regulations have been undergoing 

continuous and rapid development in recent years, psurticulaurly 

in the disclosure area. The SEC published in the fall of 1978 

regulations requiring more disclosure about boaurd nominees 

and executive remuneration. As part of its ongoing effort to 

examine issues of corporate governance and accountability, the 

SEC has announced that new disclosure regulations will be issued 

and that a staff report on corporate govemamce issues will be 

p\iblished before the end of the year. In sum, we believe that 

the fundeunental disclosure premise of the securities laws has 

provided, and will continue to provide, an effective and proper 

method of federal regulation of corporations. 



On September 2, 1980, the SEC published a series of regulations 
amending disclosure forms and rules relating to accounting aspects 
of these forms. On September 4, the SEC staff published its 
staff report on corporate accountability, in which the 
staff concluded that "in view of the substantial evidence con- 
cerning changes in the board of directors of many companies, 
and the Conaission's existing authority to encourage shareholder 
participation, it is premature at this time for the Commission 
to determine whether to recommend or support federal legislation 
in this [corporate governance] area". Staff Report on Corporate 
Accountability, Briefing. Paper for SEC Open Meeting on 9/4/80, 
pp. 33-34 (September 4, 1980). 
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It is our opinion that tbo hMurings of tho Sannta Sub- 
CO— itt— on Citisons and Sharoholdora Sights and Bs— diss hold 
on Juno 27 and 28, 1977, and its snbsoqnont Rsport sii^y do 
not establish any nssd to justify replacing tho disclosure philo- 
sophy of the securities laws with prescriptive legialatioAp 
Such legislation would aandate for the first tiam how business 
corporations should be structured, and establish a federal fidu- 
ciary standard. 

There was no substantial evidence at the Senate Sub- 
CGSBittee hearings of any groundswell of concern about the "plight" 
of shareholders who wish to participate in acre corporate activi- 
ties. To the contrary. Dean Ruder of the Northwestern university 
School of Law testified that: 

"• . • there does not appear to be a great 
dewuid for better voting rights st a— I »ij 
froB either the amaller shareholuers or 
the financial institutions which have 
accumulated larger holdings • • .".^ 

Professor Winter of the Yale Law School testified that the list 
of %ritne8ses at the hearing demonstrated to hia that there is no 
"hue and cry" on tha part of shareholders for a federal inter- 
vention on their behalf. 

A. A. Sooner, jr., fomer iisMhsr of the SBC and the 
Chairman of the Special Advisory Subccaidttee on Corporate. 
Governance, testified as follows t 

"Things are now happening In the board 
room that I think are eirtremaly linpot-tAxit.. 
I would hope that they will continue, and 
I would hope that Cong re as will Duonitof 
closely whether these tendencies continue. 
But I would also hope that congress would 
not, as long as these tendencies are strong. 



The SEC staff also agreed with this conclusion in its 
September 4, 1980 report. See note at the bottom of page 2. 
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see fit to intrude into the board room with 
regulations that necessarily would be cum- 
bersome and inflexible."^ 

It is true, as noted in the Senate Subcommittee's 

Report,* that a ntmiber of corporations coimnitted acts v^ich the 

corporations themselves eidmitted were questionable or unlawful. 

But these practices were submitted to public scrutiny through 

the disclosure process under existing law. Not only have the 

SEC and the Justice Department instituted civil and criminal 

actions against several corporations under federal statutes to 

prevent repetition of and to punish past acts of this nature, 

but shareholders of a number of corporations have successfully 

prosecuted derivative actions against errant managements for 

breaches of their f iducieury duties to the corporation and its 

shsureholders. The corporations in question, as well as many 

others, have established internal procedures to prevent future 

questionable and illegal actions. Congress dealt with the 

specific issues of these practices by enacting the Foreign 

g 
Corrupt Practices Act of 1977 ("PCPA") which further amended 

the Exchange Act. The FCPA also contains provisions for account- 
ing controls, which have been described as the most significant 
extension of federal law into the internal affairs of corpora- 
tions since the passage of the Securities and the Exchange Acts. 

In addition to these Acts, corporations are subject 
to substantial controls imposed by a variety of federal and state 
laws designed to deal with specific social problems and est2a>- 
lish standards for corporate conduct. These include legislation 
concerned with antitrust, equal employment, occupational health 
and safety, product safety, the environment, pension plans, and 



* This refers to the Report cited in Note 5. 
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labor rttlations, aMong others. Wa subnit that those 
dealing with' specif Ic problans are a sore effective way of walrliirj 
corporations accountable than governance legislation* In this con- 
nection, i#e quote fron a speech of SEC ChaJTitan irilliams: 

"The evcrttual painful lesson aay be that 
it is one thing for the federal governnient 
to legislate on discrete socially uapact^ 
ing issues « such as safety standards; it 
is another for it to begin to d«al directly 
with the process by which private ecorxomic 
activity is directed and coa trolled. ^il 

Zn addition to those types of laws, there are con- 
straints on corporate aanagers established by existing state cor- 
poration laws. At the hearings of the Senate Subooonittee, - Dean 
Rudisr also testified: 

"There are enoxnoos restraints on corporate 
Managers which are within the State laws 
Indeed the subject of Bost of my teaching 
over the years has been to show the means 
by which a shareholder can force his maciage- 
ment, using State lav^ to be accountable to 
the corporation and to hinself • 

The presence of that restraint, which Z re- 
gard as existing, inakes turning to Federal 
legislation in this area [corporate gover- 
nance] unnecessary "^^ 

As to the fiduciary or duty of care standard proposed 
in the "Shareholder Rights" bill which Senator Metzenbaum sub- 
mitted to the Special Advisory Committee, there has not been' 
cited to OS one state where the same or a substamtially similar 
fiduciary standard does not exist either in case or statutory 
law. There may be differences in the words of some of the 
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statutes and in the cases from those stated in Senator Metzen- 
baum's "Shareholder Rights" bill, but we do not believe these 
variations provide a sufficient reason to have a federal fidu- 
ciary standard. We fully support the principle that fiduciary 
standards should apply to boards of directors and senior manage- 
ment, but we believe that a federal fiduciary standard Is 
needless. 

We think It significant that some members of the SEC 
do not support any prescriptive federal leglslc^tlon in the 
governance area. Chairman Williams recently stated: 

"I personally do not look fo^vaj^d with 
any pleasure to the ponsibility of federal 
jneaaurea designed to bring in their wa^ke a 
body of federal corporation law directed 
at the structure and governance of the 
corporation > in my judgioent, the emphasis 
should be on fostering private accounta^ 
bility — the process by which corporate 
managers are held responsible for the re- 
sults of their stewardship — rather than 
on devising ways of intervening in the 
mechanism of corporate governance in an 
effort to legislate a sort of federal 
corporate morality. '"13 

Cocnmissioner Karmel* also has Indicated that she does 

not favor federal legislative intervention. She said: 

"Nevertheless, my personal preference 
is for changes in such matters as corporate 
governance to be the product of coopera- 
tive interaction between the public and 
private sectors I do not believe 
we can solve the basic economic and social 
problems of our society through greater 
regulation of business. '^^ 



Commissioner Roberta Karmel resigned from the Commission 
effective February 1, 1980. 
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^Ow Proposed Legialatlon I* Frcmaturtt • 

ttmrm is aooh evidanca that corporations bm^vm takmn, 
maormoam strides ia tbm arsa of oocporata govamanca la thm past 
faw yaars, and «• orgs that thasa davalopiants ba allow ad to 
continua on a voluntary basis, ttasa aaargiag practices in- 
cluda placing Bora independent diractors on boards; the estab- 
lisbaant of audit, canpeitsation, noninating, and public policy 
oosmitteesy" and the adoption of codas of ethics and policies 
.with respect to conflict of interest. A fotmsr Chairman of the 
SBC said concerning these developaents that the progress that 
corporations have voluntarily made since 1965 has been 'awesome" 
and that there vill be more in the future.^^ 

I!here have been other significant developments in the 
field of corporate governance. One is the publication of the 
Cgr|>orate Directors' Guidebook by the Section on Corporation, 
Banking and Business Law of the American Bar A»4socia.tion* This 
Guidebook, among other things, urges directors to engage in con- 
tinuing review of their responsibilities and conduct. It pro- 
vides meaningful guidance and a useful reference point to the 
corporate director seeking to perform his role properly.^ The 
AflMrican Society of Corporate Secretaries in 1978 recooonended 
the Guidebook to all of its more than 1,700 member companies. 

The 1978 publication of the Business Roundtable on 
"The Role and Composition of the Board of Directors of the Large 
Publicly CHmed Corporation" noted that there are abundant 
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indications that procedures and operaticms for preventing some 
of the unfortunate developments of the past years have been 
improved and that board composition has been broadened. The 
Roundtable endorsed the tendency Of b\isiness corporations to 

move toward a board structure based On a majority of outside 

18 
directors. In addition, the Roundtable 'sstatonent said that 

it was highly desirable that the board be served by audit, com- 
pensation and nominating committees composed of a majority of 
outside directors. 

The Law Proposed Will Be 
Barmf ufl And uadeeirable 

We believe that legislation related to the structure 
and internal affairs of corporations will inevitably be followed 
by additional regulatiohs. This, in turn, will add to the burdens 
of those companies subject to the law and is contrary to the 
current philosophy that we should have less regulation, not more. 

The proposed legislation could be harmful to the 
smaller of the 6,600 companies nbV subject to Section 12 of the 
Exch2uige Act. To require these concerns to restructure their 
boards to have a majority of outside directors and to establish 
committees as provided in the proposed law could result in sub- 
stantial detriment to their principal activity of producing goods 
or services for a profit. At least there should be some evidence 
adduced to show what effect the proposed structural requirements 



Digitized by VjOOQ IC 



474 



would hav« on th«fl« coapint— and whathr thsre would Im any 
benaf its to justify th« additional burdan of ooapliance. More- 
ovar, tha propoaad or a similar lav, if anactad, could ba the 
forerunner of the enactaant of even eore onerous legislation, 
with the inevitable proliferation of new regulatioEid. 

Zn addition, we do not believe the proposed lav is 
desirable because it would intrude upon an area traditionally 
and properly left to the states. The concentration of federal 
control of our nation's econoBic activity in Washington is 
viewed with alarm by all of ua and the proposed legislation 
represents an unattractive further extension of federal 
authority into an area that should be reserved to the states. 

It is also our opinion that the feature of the Senator* 
bill that categorises diirectors as "independc^nt* or "management" 
directors is undesirable because these labels misrepresent a 
director's or a nominee's qualifications in a serious way. Such 
a provision could also in^air tha efforts to retain and recruit 
the best qualified persons to the board, with the resulting dis- 
service to the shareholders and the company. The evaluation of 
the characteristics, qualities and relationships of the direc- 
tors should first be made by the board of directors, and all the 
relevant material information about tha directors related to 
their business associations and principal activities should be 
disclosed to shareholders so they can make their own judgments 
as to their qualifications to serve. 
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In summary, we agree with SEC Chairman Williams that 

government does not have the requisite wisdom to be prescriptive 

and that the area of corporate governance does not lend itself 

to solution in this manner. Instead, as Chairman Williams 

said, the proper role of government is to help 

"create an environment which encourages 
corporate accountability and to stimulate 
the private sector to take advantage of 
the opportunity which that environment 
affords* to maintain public trust. "^^ 

Since the proposed legislation is contrary to that 

philosophy, 2md for the other reasons set forth in this states 

ment, we respectfully submit that it should not be recommended 

to the Congress. 



s/Irvinq S. Shapiro 
Irving S. Shapiro 



s/John D. deButts 
John D. deButts 



April 27, 1979 
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Gary, "Corporate Standards and Legal Raima", 50 Calif. L. Bev. 
408 (1962). 

^377 O.S. 426, 431 (1964). 

^Sacurities Exchanga Act Rilaase Noa. 15380 (Dec. 4, 1978) 
and 15384 (Dee. 6, 1978). 

^Securities Bxchanga Act Relaaea Mo. 6040 (Mardi 22, 1979) • 

aeport of the Commitbge on the Judiciary^ United States Senate f 
Made by lts_Subccmmittee oa Citizens and Shaceholders RLighhs" 
at^ jte iie d leA P^u ^=s uan t_~tQ~5 ,^Rb s . 78 an d 170 , Be na te Ba po r t~Wo . 

?5^"3r, 55 th Cong,; iVt Sfiss: (lJ7ff} : 

The He pox: t of the Subcomjiiittee »et forth the following. 
alleged findings that apparently form the basis for 
the proposed legislation. Some of thaee ares 

(i) The "plight of tho Individual share- 
- ' holder ... if he or she is interested in corporate 
activities". 

(2) Management has become increasingly pover- 
ful and the individual shareholder's ability to 
influence managenent has become a "de facto" nullity.^ 

(3) There have been "shocJeing revelations of 
corporate misconduct — bribery, political slush 
funds, perquisites, etc." 

{4) Bfes^ictive court decisions have left the 
shareholder with ng remedy at all, or with an inade- 
quate remedy like appraisal. 

(5) Stockholder proposals almost invariably lose, 
which shows that shareholder democracy is feeble. «. 

(6} Some corporationa hold their annual meetings 
in inconvenient places. 

(7) Althought there are seme "signs of improve-- 
ment, the corporate director has usually been either 
an insider, a friend of the officers, or simply in-* 
different, and they have not been protecting the 
individual shareholder*. 

The Bole of the Shareholder in the Corporate World: Hearings 
Befoce the Subcorrjuittee on Citizeris an d Shareholdgr ^ ■■ 'jhts and 
Senjedies of the committee an the Tudicxary^. United States Senate , 
^5th Cong,, 1st Sess,, 59 (J^e 27, 25, 1911^ (hereinafter re- — 
ferred to as "Bearings") . 
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Footnotes. (Continued) 
•Bearings, p. 80. 

o . • ... 

Bearings, p. 136. 

^Act of Dec. 19, 1977, Pub. L. No. 95-213, 91 Stat. 

A view shared by many other persons, including Aleui Levenson', 
fozxner Director of the Divisioei of Corporation Finance, SEC. 
451 5 RLE, p, D-1 (5/3/78) . We note that the FCPA represents 
a regrettable departure from the disclosure premise of the 
Securities Exchange Act of 1934. 

Speech by Chairman Harold M. Williams, Fifth Annual Securities 
Regulation Institute, San Diego, California, "Corporate 
Accountability* (January 18, 1978). 

hearings, p. 55. '. . 

Speech by Chairman Harold M. Williams, Fifth Annual Securities 
Regulation Institute, San Diego, California, "Corporate 
AccountabiUty" (January 18, 1978). 

Speech by Commissioner Roberta S. Xarmel, American Society of 
Corporate iSecretaries, Chicago, Illinois, "Politics of Change 
in the Composition and Structure of Corporate Boards" (January llr 
1978). 

Recently, t;he. American Society of Corporate Secretaries, in 
cooperation. with the Nev York Stock Exchange^ surveyed 1,750 
cOn^2Uiies represented in the A5CS membership regarding boar^ 
structure and .cajnnLLttee activities- Of the 993 responses tabu- 
latedy 97% of the ccntpanie* have audit ooroniittees ♦ This sursrey 
also disclosed that 30 1 have nocnlaating committees, and an 
additional 331 are giving active consideration to establishing 
nominating committees . ^is study also revealed that 84% of* 
the 993 responding companies have compensation committees, an 
increase of 22t frocn 1977^ 

Financier , June 1978, p. 15. . • . . ' * 

^^33 Bus. Law. 1597 (1978). 

Business Roundtable Statement, "The Role and Composition of 
the Board of Directors of the Large Publicly Held Corporation" 
(1978), reprinted in 33 Bus. Law. 2083 (July, 1978). 

19 

Speech by Chairman Harold M. Williams, Fifth Annual Securities 
Rsgulation Institute, San Diego, California, "Corporate 
Accountability" (January 18, 1978). 
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H a 
S. M 



HOUSTON OIL ft MINERALS CORPORATIOft 



'^ -S-rS 



December 19, 1980 ^ 



Senator Paul S. Sarbanes 

Chairman, Subcommittee on Seoirities 

Senate Committee on Banking, Housing and 

Urban Affairs 
Room S300 

Dirksen Senate Office Building 
Ist and C Streets N.E. 
Washington, D. C. 20510 

Dear Senator Sarbanes: 

The purpose of this letter is to express Houston Oil & Ifinerals 
Corporation's opposition to the Protection of Shareholders Rights Act of 
1980 (S. 2567) which was considered in a hearing chaired by you on 
November 19. We offer the following comments for your consideration: 

I. 

S. 2567's section on Findings and Purposes starts off with an 
erroneous understanding of how boards of directors perform their duties. 
Instances of corporate misconduct are not widespread. There has not 
been a weakening of the shareholdeFi voice; rather, shareholders have 
become more vocal in recent years and their vocies are heard. Boards of 
directors have not generally failed to exercise adequate supervision and 
independent judgment as they perform their duties. 

Enactment of S. 2567 would not cause a significant improvement in 
corporate behavior and performance; but corporate efficiency would instead be 
impaired because of further excessive imposition of governmental regulation. 

II. 

S. 2567 mandates many requirements that corporations already 
perform. In most corporations a majority of the members of the board are 
independent directors. Many corporations have an audit committee made up of 
independent directors. Shareholders already have a right to nominate candi- 
dates for the board. 
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Since many of the requirements of S. 2567 are already being per- 
formed under present securities laws and regulations, this legislation is not 
needed. There is no reason to put a new law on the already-burdened law 
books if its main purpose is to require something that is already being done. 

III. 

Enactment of S. 2567 would make it extremely difficult to recruit 
good people to serve on a corporation's board of directors. This legislation 
would place such extreme restrictions on a board member, and place that 
member under such a severe atmosphere of surveillance, that a talented and 
qualified person would be highly unlikely to accept the hassle that would go 
along with serving as a board member. Potential board members who are 
dedicated, high-integrity, loyal people would simply decline to serve under 
such a restrictive atmosphere. This would result in lesser-qualified people 
serving on a corporation's board; there would be lower-quality direction from 
its board of directors; and the corporation's shareholders would ultimately 
suffer because of poorer manageir^int of the corporation. 

IV. 

S. 2567 would significantly alter the present balanced body of law 
regarding the relationship between a corporation and its shareholders. This 
area has traditionally been governed by state law, tied in to federal securities 
laws and regulations which provide ample protection to shareholders. S. 2567 
would tilt this balance away from state control and toward a federal takeover 
of this body of law. Such a change of direction is contrary to the conserva- 
tive mood of the country which was clearly expressed in the November 4 
election. 

In summary, S. 2567 is not a good piece of legislation; it will not 
benefit the shareholders it is intended to protect. We urge your Subcommittee 
on Securities to vote down any action which would move this legislation 
forward for further consideration. 



JSiincerely, 



Allen Cluck 

Manager, Governmental Relations 



JCW-.cc 



Senator Harrison Williams ^ 
Senator Richard Lugar 
Senator Howard Metzenbaum 



o 
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